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CREDIT DEFAULT SWAPS ON GOVERNMENT 
DEBT: POTENTIAL IMPLICATIONS 
OF THE GREEK DEBT CRISIS 


Thursday, April 29, 2010 

U.S. House of Representatives, 

Subcommittee on Capital Markets, 
Insurance, and Government 
Sponsored Enterprises, 
Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:05 a.m., in room 
2128, Rayburn House Office Building, Hon. Paul E. Kanjorski 
[chairman of the subcommittee] presiding. 

Members present: Representatives Kanjorski, Sherman, Lynch, 
Maloney, Perlmutter, Donnelly, Carson, Foster, Minnick, Adler, 
Himes; Garrett, Manzullo, Hensarling, Neugebauer, and Jenkins. 

Ex officio present: Representative Bachus. 

Chairman Kanjorski. This hearing of the Subcommittee on Cap- 
ital Markets, Insurance, and Government Sponsored Enterprises 
will come to order. 

Pursuant to committee rules, each side will have 15 minutes for 
opening statements. Without objection, all members’ opening state- 
ments will be made a part of the record. 

Good morning. At the request of our colleague. Congresswoman 
Maloney, we gather today to examine important policy questions 
that have arisen from the Greek debt crisis. The crisis, which 
quietly evolved over a number of years, has demonstrated that in- 
novative Wall Street bankers, acting alone or in concert with their 
clients, have the potential to destabilize not only a single country 
but an entire economic region, especially if transactions they con- 
coct distort transparency or heighten speculation. 

Among other things, this hearing will allow us to explore wheth- 
er the titans of Wall Street act as traders of government debt by 
underwriting bonds, or traitors of governments by using credit de- 
fault swaps to gamble that sovereign debt will fail. Those who bet 
on and seek to cause the default of a government are as bad as 
Benedict Arnold. 

When used for genuine hedging purposes, credit default swaps 
are an appropriate financial tool. But when these instruments are 
used for speculation, they have the potential to become a Trojan 
horse that will insidiously infect our markets. Some very smart and 
sophisticated investors have characterized naked credit default 
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swaps as “weapons of mass destruction” that can create imaginary 
value out of thin air. 

The tragic situation in Greece underscores the urgent need for 
Wall Street reform at home. Some recent news reports suggest that 
bankers crafted derivatives to hide Greek debt, and other stories 
note that the U.S. market for credit default swaps on municipal 
debt is growing. 

Congress must respond by creating more transparency in our de- 
rivatives markets, as provided for in the House-passed bill. The de- 
rivatives bill recently approved by the Senate Agriculture Com- 
mittee similarly advances the goal of greater disclosure. 

Additionally, the response of the markets to the Greek debt crisis 
raises more questions about the utility of rating agencies. As we all 
know, the rating agencies greatly contributed to our recent finan- 
cial crisis by failing to appropriately rate collateralized debt obliga- 
tions and other structured debt. The growth in the issuance of 
these faulty financial instruments, which the rating agencies 
blessed, contributed to the explosion of the credit default swap 
market. 

While some have raised concerns, other experts have concluded 
that a large and liquid market for credit default swaps, including 
naked positions, leads the cash bond market in price discovery and 
predicting adverse credit events. If this is true, then I question why 
the rating agencies waited so long to downgrade Greece’s debt. 
After all, the costs for purchasing credit default swaps on Greek 
debt has soared for many months, but Moody’s and Standard & 
Poor’s have only downgraded the country’s bonds in recent days. 

The reform bill already passed in the House takes strong steps 
to impose a liability standard on rating agencies and reduce con- 
flicts of interest and market reliance on them. As we proceed today, 
I look forward to understanding whether naked credit default 
swaps do indeed promote efficient price discovery and whether we 
should do more to reform rating agencies. 

The Greek debt crisis also parallels a problem in our financial 
markets: the problem of “too-big-to-fail.” Greece’s problems have 
placed an enormous strain on the European debt markets and the 
European Monetary Union. In fact, the European Central Bank 
president has said that a Greek default is out of the question. 

With respect to our financial markets, the demise of Lehman 
Brothers, American International Group, and Washington Mutual, 
among many others, have shown that Congress must act to miti- 
gate systemic risk. That is why the House-passed legislation and 
the pending Senate bill include provisions to end the era of “too- 
big-to-fail,” like my amendment directing regulators to break up fi- 
nancial firms that have become too big, too interconnected, too con- 
centrated, or too risky. 

In sum, today’s hearing continues to build a case for financial 
services regulatory reform. More than 2 years have passed since 
the financial crisis began, and the Senate must take swift action 
on its bill so that we can finally end Wall Street’s narcissistic pur- 
suit of profit and change the way our financial markets operate. 

I would like to recognize Ranking Member Garrett for 4 minutes. 
Mr. Garrett? 
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Mr. Garrett. And I thank you. I thank the chairman. I thank 
the witnesses who are about to testify. 

Today’s hearing is entitled, “Credit Default Swaps on Govern- 
ment Debt: Potential Implications of the Greek Debt Crisis.” There 
are really a number of roads our discussion this morning could go 
down, given that very long title. 

Now, there have been some suggestions, for instance, that CDS 
is to blame for the problem Greece finds itself in today. But frank- 
ly, I have not been shown any evidence to really support that 
claim. In fact, a good argument can be made that rather than caus- 
ing the Greek debt crisis, CDS actually alerted investors to the un- 
certainty being felt by some in the marketplace, and to help pro- 
vide greater transparency about the stated Greek fiscal affairs be- 
fore the country’s conditions even got worse. 

Now, alternatives of CDS for providing transparency about the 
creditworthiness of a company or a sovereign entity, of course, are 
the credit rating agencies. But when you think about it, I don’t 
think anyone would suggest, given their recent track record, that 
the sole reliance on credit rating agencies would be the optimal 
strategy for policymakers now to pursue. 

It has also been noted that if investors can’t hedge their risk 
through CDS purchases, what will they do? They will be less will- 
ing and less likely to invest in the underlying debt itself. So any 
steps that we take to ban sovereign debt CDS, as some European 
governments have now proposed, actually can make it even more 
difficult and more costly for countries like Greece to sell their 
bonds and basically exacerbate the debt crisis. 

Another issue in today’s hearing is the parallel between Greece’s 
poor financial condition and the financial condition here in the 
United States. During the discussion over financial services regu- 
latory reform over the last year or so, there has been a lot of talk 
about systemic risk and so-called “too-big-to-fail” institutions. 

But, the ultimate “too-big-to-fail” entity is the United States Gov- 
ernment. And the most obvious systemic risk is the one posed by 
our ever-increasing Federal budget deficit and the accumulated 
debt here in this country. 

And we have to ask, what will it take for policymakers to get se- 
rious about cutting this unsustainable spending here in Wash- 
ington? Just this past week. Federal Reserve Chairman Bernanke 
stated, “The Federal budget appears set to remain on an 
unsustainable path. Moreover, as debt and deficits grow, so will the 
associated interest payments, an obligation that in turn further in- 
creases projected deficits. Unfortunately, we cannot grow out way 
out of this problem.” 

But despite these warnings, we can’t get our Democrat colleagues 
here in the House to propose a budget, let alone one that will begin 
to put us on a sustainable path to fiscal health. And what makes 
our current situation even worse? As large as our official national 
debt currently is, it is not even truly stating what the real problem 
magnitude is because, like Greece and many financial institutions 
that have become easy targets for reform-minded policymakers, the 
U.S. Government is engaging in off-balance-sheet accounting that 
hides the enormity of our problem. 
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The obligations of Fannie Mae and Freddie Mac, the housing gi- 
ants that are recipients, by far, of the largest of recent taxpayer 
bailouts are not accounted for in our budget. Some of you heard the 
verbal gymnastics, for example, that Secretary Geithner had to go 
through in this committee as he tried to explain how the govern- 
ment fully intends to stand behind these entities, but at the same 
time, their obligations, he said, shouldn’t be considered foreign debt 
or sovereign debt. 

I have a bill that would put Fannie’s and Freddie’s debt on the 
balance sheet. And to me, this really isn’t a partisan issue. It is 
about being transparent. As a matter of fact, the record shows I 
have 52 co-sponsors of that bill, but unfortunately, there is only 
one solitary Democrat who has joined me in that effort so far. But 

1 do remain optimistic that others will sign on. 

And finally, as for the people in Greece who are finding out now 
that the fiscal health of one’s nation, when push comes to shove, 
can greatly impact its citizens’ standard of living, I know that ev- 
eryone in this Congress wants to leave our children and our grand- 
children with a country in better shape than we have inherited. 

But to do that, we can’t keep kicking that can down the road on 
the tough decisions. And we certainly shouldn’t be solely blaming 
CDS or credit rating agencies, some of which have been recently 
suggested that the U.S. AAA rating could be imperiled for the prob- 
lems brought on by policymakers who need to come to terms with 
our precarious fiscal condition, and so do something now before it 
is too late. 

And with that, I yield back. 

Chairman Kanjorski. Thank you, Mr. Garrett. 

The gentleman from Massachusetts, Mr. Lynch, is recognized for 

2 minutes. 

Mr. Lynch. Thank you, Mr. Chairman. I thank you for holding 
this hearing today, and I thank Ranking Member Garrett, as well. 

The relationship between the government and debt and complex 
derivatives is one that I have been particularly interested in since 
the financial crisis began. I think we have an opportunity today to 
learn some valuable lessons from the way Goldman Sachs and oth- 
ers conducted themselves during Greece’s current situation. The 
role of complex derivatives in concealing and disguising sovereign 
debt in a very opaque market is one that needs to be closely exam- 
ined. 

As my colleagues from California know better than most, credit 
default swaps and other sophisticated financial instruments were 
used to manage public money. I believe these instruments to be 
dangerous in some cases, when they are unregulated, and should 
not be used when managing pension funds, public bonds, monies 
from municipalities, or any other type of public money unless the 
underwriter and the marketers and the traders agree to assume a 
direct fiduciary responsibility. 

I have heard, in the defense of these instruments, that credit de- 
fault swaps can be used to hedge certain risks. But I think what 
we have learned from this crisis is that what we thought was 
hedged was really just a complex instrument that was very poorly 
understood. 
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While it is certainly a huge step forward, I am not completely 
convinced that the derivatives title included in the House regu- 
latory reform bill, H.R. 4173, the Wall Street Reform and Con- 
sumer Protection Act, goes far enough to protect public funds and 
pension funds and municipalities from being manipulated again in 
the future. In addition to Greece, cities and towns all over the 
country are struggling with the ramifications of using complex de- 
rivatives. 

I look forward to our witnesses’ testimony today to examine fur- 
ther these issues, and I thank them for their willingness to come 
before this committee and help us with our work. And I yield back. 

Thank you, Mr. Chairman. 

Chairman Kanjorski. Thank you very much, Mr. Lynch. 

Now we will hear from Mr. Bachus from Alabama for 3 minutes. 

Mr. Bachus. I thank you, Mr. Chairman, for convening this 
morning’s hearing, and I thank the witnesses for your attendance. 

The ongoing Greek debt crisis, while tragic, is the result of dec- 
ades of reckless spending, and that is something we are quite fa- 
miliar with here in the United States. Without real spending cuts 
and GSE reform, the bailouts will not stop, the housing market will 
not find its footing, and the American economy will not recover. 

But so far, the response has been to pledge unlimited bailout aid. 
In fact, the GSE debt alone has already cost American taxpayers 
more than $127 billion, and puts them at risk for another $5 tril- 
lion in guarantees. 

The events of 2008 demonstrated there is a need for legislation 
to address shortcomings in the regulation of derivatives. But de- 
monizing credit default swaps is not the answer. Used responsibly, 
derivatives are a critical tool for managing risk, including the risk 
of sovereign debt default. Thousands of U.S. companies use deriva- 
tives to hedge against unforeseen events and risk inherent in their 
business. 

With the current sovereign debt crisis in many European na- 
tions, while it is instructive about the growth in impact that sov- 
ereign CDS can have on the capital markets. Congress should not 
unnecessarily impair the important benefits that credit derivatives 
can provide. 

All of us agree derivative markets need more transparency and 
disclosure. We recognize the Federal Reserve discount window was 
not intended as a source of funds for banks to speculate with de- 
rivatives for their own account. 

However, restrictions on credit default swap contracts limit the 
ability of investors to appropriately calculate risk, as CDS spreads 
are often a more accurate reflection of credit risk than credit rat- 
ings. We have found that the credit rating agencies have not al- 
ways been reliable measures of creditworthiness. 

That being the case, investors should not have alternative and ef- 
fective risk management tools, such as credit default swaps, arbi- 
trarily removed from their risk management arsenal. The growth 
of the CDS market is a reminder that market solutions are capable 
of supplying information investors need to make informed deci- 
sions. Arbitrary bans of certain derivative products would only 
force derivative dealers out of the marketplace, and ultimately in- 
crease, not mitigate, systemic risk. 
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Let me close by saying in The Republic, the Greek philosopher 
Plato stated, “We can easily forgive a child who is afraid of the 
dark. The real tragedy of life is when men are afraid of the light.” 

Mr. Chairman, when will the Administration see the light and 
realize we can no longer keep GSEs’ debts in the shadows and con- 
tinue down our current path of fiscal irresponsibility? Unless we 
change course, I fear America will soon experience its own Greek 
tragedy. 

Thank you, and I yield back the balance of my time. 

Chairman Kanjorski. Thank you very much, Mr. Bachus. 

And now, we will hear from the gentlelady from New York, Mrs. 
Maloney, for 5 minutes. 

Mrs. Maloney. Thank you. Chairman Kanjorski, for holding this 
hearing, and welcome to the witnesses. 

This is truly a critical hearing, both because of the international 
conditions concerning sovereign debt, but also because of what we 
are working on in Congress. Financial regulatory reform will mean 
significant changes to the overall functioning of the derivatives 
market. 

We are shining a light on over-the-counter derivatives, the finan- 
cial instruments that have been at the heart of the debate of eco- 
nomic and financial news at home and abroad since the global eco- 
nomic crisis began. These complicated financial instruments can be 
used for hedging or insuring against risk, which is good. But the 
lack of transparency in their use, together with the lack of regula- 
tion of the market, can combine to give them the potential to cata- 
lyze economic havoc. 

Warren Buffett has called derivatives, “financial weapons of 
mass destruction,” and many have argued that these instruments 
were responsible for the economic crisis in the United States. Our 
goal today is to better understand derivatives so we can ensure 
that they do more good than harm in today’s global economy. 

We have experienced the impact of unregulated derivatives in 
housing in the United States, and are still recovering from it. AIG 
was unable to pay out on insurance on residential-backed mortgage 
securities, and the effects on counterparties was massive. This 
brought our country to the brink of collapse, and the lack of trans- 
parency was a major factor. 

We are now watching the risk of derivatives play out when it 
comes to sovereign debt. As this chart on the left shows, the net 
notional amount of CDS on Greek debt, which represents the bets 
on Greeks’ ability to pay, is well over $8 billion, which is quite 
large compared to the $300 billion of outstanding debt in Greece. 
In contrast, the CDS on U.S. debt, debt which is in the trillions, 
is only one-quarter of the size. 

Today there are $1.2 trillion in outstanding CDSs. Sovereign 
credit default swaps make up 16 percent of $200 billion of that 
total, and European Union CDSs represent two-thirds, $131 billion 
of all sovereign CDSS. Greek CDS make up 6.3 percent, or $8.3 bil- 
lion, of all European sovereign CDSs. 

The use of derivatives on sovereign debt has exploded over the 
last decade. Two different types of derivatives have been used by 
countries looking to gain entry to the European Union. They were 
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used in some instances to improve the appearance of their deht-to- 
GDP ratio. 

In currency swaps, the infusion of cash based on outstanding 
debt in different currencies that fluctuates, the cash infusion is 
really just a loan to pay current expenses that is paid back over 
time with other resources. 

Credit default swaps can be used as a form of insurance on sov- 
ereign debt, but they also act as instruments that just allow a bet 
to be placed that a country will default on its debt obligations. 

While the use of over-the-counter derivatives has exploded, regu- 
lation of these instruments remains nonexistent. There is a need 
for regulation and transparency. This market has been almost com- 
pletely unregulated because most of the deals are between counter- 
parties, and there is no reporting requirement. 

These transactions also do not have to be cleared by an inde- 
pendent third party or traded on a national exchange. For these 
reasons, investors are largely uninformed about the extent of finan- 
cial entities exposed to risk and about the CDSs that have been 
taken out on any asset-backed security. 

Regulatory reform will bring needed transparency into the mar- 
ket. It would protect investors from exposure to undisclosed and ex- 
cessive overleveraging. And investors can still make bets, but they 
will have a better idea of the real odds. 

The Greek debt crisis is just a single example of the use of com- 
plex derivatives, but this hits as close to home as New York. In 
Greece, investors must now pay $711,000 to insure $10 million in 
Greek government bonds. This is up from $250,000 in the begin- 
ning of the year, almost threefold. 

Concern has also been expressed at the State level about CDSs 
on State debt, specifically in California. 

And the question is, how do we regulate over-the-counter deriva- 
tives such as sovereign debt, CDSs, so that they can be used for 
legitimate purposes without spreading financial contamination to 
other countries and other financial institutions? 

Thank you, Mr. Chairman. I ask permission to put all of my 
statement in the record. My time has expired. Thank you. 

Chairman Kanjorski. Without objection, it is so ordered. 

Now we will hear from the gentleman from Texas, Mr. Hen- 
sarling, for 4 minutes. 

Mr. Hensarling. Thank you, Mr. Chairman, and certainly thank 
you for calling this hearing. When I look at the title of the hearing, 
“Credit Default Swaps” in the first part and “Greek Debt Crisis” 
at the end, I think it would behoove Congress to spend a lot more 
time focusing on the debt crisis in credit default swaps. 

I somehow feel to some extent, as I listen to some of the opening 
statements, that there is an element of, let’s shoot the messenger, 
the credit default swap market. Let’s to some extent say that they 
have exacerbated the Greek debt crisis. 

The lesson here for us — and I might add, to amplify a comment 
of our ranking member — the market acted more efficiently than the 
rating agencies. And theoretically, Greece had a deficit-to-GDP 
ratio and a debt-to-GDP ratio that didn’t qualify under E.U. stand- 
ards. And yet they were still allowed to remain as a member of the 
E.U. 
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And so the early warning signals in many cases actually came 
from the credit default swap market. We need to he very cautious 
on how we approach any type of new regulatory scheme that might 
harm the ability of essentially this early warning system. And it 
is certainly an early warning system to the United States of Amer- 
ica. 

As we know, I believe Greece is now having to restate their def- 
icit-to-GDP ratio up to about 12 percent. Right now, we have a def- 
icit-to-GDP ratio of 10 percent. We know also at the end of the 
President’s 10-year budget window, according to estimates by the 
Congressional Budget Office and the General Accountability Office, 
we are looking at a debt-to-GDP ratio of 90 percent. All economists 
will tell you that is when the needle enters the red zone. 

Press reports indicated that members of Chancellor Merkel’s 
party in Germany have called upon Greece to sell its sovereign ter- 
ritory in order to deal with its debt crisis. Sell sovereign territory. 
I hope and pray that the United States is not on the path to becom- 
ing Greece without the Aegean Sea and the Parthenon. 

But there are lessons to be learned here for us. There are also 
press reports that indicated that when Argentina defaulted on its 
debt — and I don’t believe the United States would ever default on 
our debt — but when Argentina defaulted on its debt 7 or 8 years 
ago, creditors actually tried to put a lien on their navy, their naval 
vessels. 

Here we are probably facing the most predictable crisis in the 
history of America, and yet almost each and every day, this Con- 
gress makes it worse. And when we talk about accounting being 
opaque, again to amplify comments of the ranking member, how 
can we have our Secretary of Treasury come here and say, the debt 
of the GSEs are not sovereign debt, but we are going to back each 
and every dollar? 

And somehow, again, we know that one of the causes of the fi- 
nancial crisis was essentially these off-balance-sheet vehicles, and 
yet we have Uncle Sam engaged in the worst. There are 127 billion 
reasons why the GSEs ought to be reformed, and yet the bill that 
is going through Congress now is stone-cold silent on the root cause 
of the problem. These are the true lessons we ought to be learning 
from Greece. 

Thank you, Mr. Chairman. I yield back the balance of my time. 

Chairman Kanjorski. Thank you very much, Mr. Hensarling. 
And now we will hear from our final presenter, Mr. Perlmutter, for 
3 minutes. 

Mr. Perlmutter. Thank you, Mr. Chairman, and thank you, 
panelists, for being here today. I look forward to hearing your testi- 
mony today to find out what lessons you would have us learn. I 
think that the country, our country, has learned the lessons of tax 
cuts for the wealthiest and prosecute two wars, and then absolutely 
stand by and do nothing while major financial institutions like 
Lehman Brothers go by the wayside under the Bush approach and 
the Republican approach, is financial disaster. 

And we saw that financial disaster in the fall of 2008. And this 
country can’t afford to go that approach any longer, and I am glad 
that Democrats are now in control to try to pick up the pieces after 
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the mess that was left by the Republican Administration and the 
Republican Congress. 

And my friends on the Republican side of the aisle love to talk 
about Fannie Mae and Freddie Mac, and they should have been re- 
formed earlier. And I like to remind them of what the former chair- 
man of this committee, Mr. Oxley, had to say when he and Mr. 
Frank tried to do reform of Fannie Mae and Freddie Mac. Mr. 
Oxley is quoted in the article from the Financial Times dated Sep- 
tember 9, 2008. 

Mr. Oxley fumes about the criticism of his House colleagues: “All 
the hand-wringing and bed-wetting is going on without remem- 
bering how the House stepped up on this,” he says. “What did we 
get from the White House? We got a one-finger salute.” 

This is the kind of situation where your testimony today is going 
to be helpful in deciding how much regulation really needs to go 
on with these kinds of derivative bets — how often they need to be 
cleared, how much margin needs to be put down, and what is the 
effect on a nation like Greece when its debt becomes overwhelming. 

This country is taking steps to get people back to work and to 
rein in the debt and institute uniform and consistent regulation on 
its financial markets, unlike under the prior Administration. And 
we hope that your testimony today will provide us with further in- 
sights. 

And with that, Mr. Chairman, I would yield back. 

Chairman Kanjorski. Thank you very much, Mr. Perlmutter. 

And now, I have 1 minute from the gentleman from Indiana, Mr. 
Donnelly. 

Mr. Donnelly. Thank you, Mr. Chairman. 

The American people have lost confidence in CDSs, CDOs, syn- 
thetic CDOs, and their aftermath. They have lost confidence in the 
word and in the trustworthiness of the institutions creating these 
instruments, and whether there is really any purpose behind these 
instruments other than gambling and other than opportunities to 
try to take advantage of someone else or some other organization 
or some other country. 

Transparency and trustworthiness are needed. They are a big 
part of the effort being made by this committee. And I look forward 
to this hearing. Thank you, Mr. Chairman. 

Chairman Kanjorski. Thank you very much, Mr. Donnelly. 

Now we will hear from our first panelist, Mr. Robert Johnson, di- 
rector of global finance, Roosevelt Institute. 

Mr. Johnson? 

STATEMENT OF ROBERT JOHNSON, DIRECTOR OF GLOBAL 
FINANCE, ROOSEVELT INSTITUTE 

Mr. Johnson. Good morning. Chairman Kanjorski, Ranking 
Member Garrett, and members of the subcommittee. I thank you 
for the opportunity to address the issues related to credit default 
swaps and their implications for government debt. 

As the Congress considers legislation on financial reform, I ap- 
plaud your efforts to explore the implications of financial practices, 
financial innovation, and particularly the practice in the areas of 
derivative securities. It is my view that the explosive growth of de- 
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rivatives and the immaturity of those market systems is at the core 
of the financial dangers that we face moving forward. 

I have stated elsewhere, and continue to believe, that the over- 
the-counter derivatives market is the San Andreas Fault of our fi- 
nancial system. The interconnection of balance sheets of the so- 
called “too-big-to-fail” firms and the OTC derivatives are a cocktail 
that may force taxpayers to drink from disaster again in the future. 

Repair of the system to reduce complexity and opacity will allow 
the markets to function better when adversely shocked, as they 
were by the housing price downturn, and as they will surely be 
shocked again. 

Strong, transparent markets are well-fortified with capital buff- 
ers, supervised and examined thoroughly, and they are a means to 
help us reach our social goals. Market systems that are structured 
according to the profit imperatives of a few concentrated firms, 
firms that are supported by the backing of taxpayers, are very dan- 
gerous to the financial health of our Nation. 

The structural designs that encourage a private appetite for risk 
that exceeds the social benefits of that risk-taking are unhealthy. 
Markets are a public good, and their structure has to attain and 
maintain integrity, despite the formidable pressures that individ- 
uals, in particular big business interests, will bring to bear to re- 
fract that design for their private benefit, while being unmindful of 
the harm that they could impose on society. 

Today, our concern is with the impact of the CDS derivatives 
market on government debt. I want to emphasize the history of 
government debt growth, as many of you have commented, across 
many nations and many times, suggests that war and financial cri- 
sis are the greatest causes of extreme and rapid increase of public 
indebtedness. 

Some analysts of the budget in Washington have estimated the 
financial crisis of 2008 will result in a doubling of a U.S. debt-to- 
GDP ratio. Therefore, the concerns about our public finances must 
be concerns about financial reform. Said another way, one cannot 
credibly claim to be a deficit hawk unless one is also a financial 
reform hawk. 

The credit default swap market has grown tremendously in re- 
cent years. The instruments played a large role in the financial cri- 
sis after the failure of Lehman Brothers, particularly with respect 
to the AIG bailout. AIG provided mirage capital and mirage protec- 
tion to financial firms, and it evaporated in the crisis. It was picked 
up by the taxpayer. 

At times, innovation is worshiped as a goddess of progress, even 
when we don’t have the ability to measure the value of that inno- 
vation. It is an article of faith, but it does not appear to be the case 
that financial innovation inspires our faith any longer. 

Faith in the financial practices and wisdom of unfettered mar- 
kets has been shattered. At the same time, faith in regulators and 
government action in the aftermath of the bailouts is also absent, 
and experts in financial theory now lack credibility in light of the 
scale of the crisis due to their inattention to the risks associated 
with innovation. Praying at the altar of liquidity and innovation 
rings hollow without a clear acknowledgment of the damage that 
immature market structures can influence on society. 
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In the market for credit default swaps, some have been tempted 
to ban the instrument altogether. It is clear, in light of recent rev- 
elations about financial practice and tremendous social losses that 
can be caused, that a profound shift in sentiment has taken place. 

At the same time, I would argue that there is a sound logic that 
underpins construction of these instruments that isolate and trans- 
fer credit risk to where it is most able to be borne. Properly struc- 
tured, transparent CDS markets that are well-capitalized and reg- 
ulated can contribute to our well-being. 

In these controversial times, it is important to keep in mind that 
markets are a useful tool, but a tool that must be managed and ad- 
ministered when constructing a balance between the social costs 
and benefits of a market for credit insurance. 

Theories that depend upon the vision of the market possessing 
a high quality of information as a maintained hypothesis may not 
always be a good guide to the behavior of credit default instru- 
ments. 

The standard, fundamental theory of pricing operates from the 
premise that a market knows what the probability of default is 
after a period of discovery, and it reflects that knowledge. Attempts 
to buy credit default risk increase the price and are met with a 
supply from those that know when the price is too high. The price 
represents the truth, and deviations from the truth are arbitraged 
away. 

The alternative perspective envisions a market filled with uncer- 
tainty and imperfect information. In this perspective, buyers of 
large amounts of CDS transmit a market signal that inspires oth- 
ers to believe that they know something that risk has risen. 

Drawing inference from price, market participants then sell 
bonds and stock in the belief that default risk is greater. The high- 
er funding costs in turn depresses earnings and validate that pro- 
jection of greater risk. The causation runs from price to funda- 
mental outcome. 

Examples of market manipulation contained in the appendix sug- 
gest there is cause for concern regarding credit default swaps. 
Issues related to incentives for restructuring for impaired compa- 
nies and countries potentially are also complicated by the presence 
of credit protection in effecting incentives. 

Government and municipal services are essential, and manipula- 
tive market methods may put them at risk. The hierarchy of 
human needs for basic elements of social function implies that this 
inquiry that you are holding today is a valid concern of public offi- 
cials. 

The appendix that follows contains my remarks. I will just speak 
regarding the Greek crisis, and I will echo many of your introduc- 
tory remarks. The Greek crisis in sovereign debt is not fundamen- 
tally caused by credit default swaps. One of you spoke about the 
messenger. I don’t even think it is a big enough messenger to shoot 
at in this case. The outstanding amount of credit default swaps in 
Greece was very small. 

Thank you. May I submit the balance of my remarks for the 
record? 

[The prepared statement of Mr. Johnson can be found on page 
64 of the appendix.] 
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Chairman Kanjorski. Thank you very much, Mr. Johnson. 

Let me make a point — I failed to do that — that we will make the 
entire statements of the witnesses a part of the record. And we re- 
quest that we hold ourselves to 5 minutes. We will give you a little 
leeway, though, because we are interested in what you are saying 
and we appreciate your testimony. 

We will now hear from Mr. Robert Pickel, executive vice chair- 
man, International Swaps and Derivatives Association, Incor- 
porated. You must be a popular man this week, Mr. Pickel. 

STATEMENT OF ROBERT PICKEL, EXECUTIVE VICE CHAIR- 
MAN, INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIA- 
TION, INC. 

Mr. Pickel. I would like to think so. 

Thank you, Mr. Chairman, Ranking Member Garrett, and mem- 
bers of the committee. Thank you again for the opportunity to tes- 
tify before this committee. I have testified at least on one other oc- 
casion before this committee. And this time I look forward to dis- 
cussing credit default swaps and government debt. 

I have submitted my statement for the record, so let me just 
summarize some of the key points I have raised in that. I will talk 
a little bit about the varied purposes and motivations for parties 
who utilize credit default swaps. I will talk about the important in- 
formation and signaling function that they can provide. 

I will briefly highlight the many industry efforts that are going 
on as it relates to credit default swaps, but also derivatives gen- 
erally, in the areas of systemic risk, transparency, and infrastruc- 
ture. And then we’ll talk a little bit about manipulation, focusing 
on the unique nature of these products and why that nature in fact 
provides significant protections against the ability to manipulate 
through credit default swaps. 

The classic use of a credit default swap is to hedge credit risks 
that a company might have, typically a bank which has lent money 
or a company that owns the bonds of an institution. That is the 
traditional hedging purpose of a credit default swap, buying protec- 
tion. 

But there are many other purposes for using credit default swaps 
beyond that traditional hedging function. Investors in the debt or 
equity of companies in a specific country may use sovereign CDS 
as a proxy hedge against potential shocks to the economy of that 
jurisdiction. Investors with real estate or other corporate holdings 
or other investments in a country may similarly use sovereign CDS 
to protect against their investments in those countries. 

Portfolio managers may use sovereign CDS to hedge against 
country, liquidity, and market risk. Large banks, who typically do 
not, with highly rated sovereigns, post collateral or receive collat- 
eral from those sovereigns, may use CDS to provide some element 
of credit protection against that uncollateralized exposure. 

And then, of course, anyone who sells protection to anyone who 
is buying protection by definition is taking on credit risk, and 
therefore may wish to use credit default swaps to hedge some of 
the exposure that it has. Even banking supervisors in central 
banks can use the price signals provided by the CDS market to as- 
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sess default risks in their system. So there are many different pur- 
poses for utilizing credit default swaps. 

They do provide, as I think has been alluded to by a number of 
the opening statements, important information to the marketplace, 
information that 5 or 10 years ago did not exist. We are not sug- 
gesting that credit default swap information should replace the 
other information that exists out there, whether that be credit rat- 
ing agencies, an investor’s own due diligence, but we think it is im- 
portant additional information. 

And in fact, we know, from talking to treasurers or companies, 
that they are watching their credit default swap spreads as closely 
as they watch their stock price. It is a regular assessment by the 
marketplace of how the company is doing. 

So more information is certainly better information, and I think 
finance ministers of countries can utilize the credit default swaps 
on their sovereign CDS similarly to get an assessment of the mar- 
ketplace’s assessment of the running of their economy. 

We have, as an industry, undertaken a number of different ini- 
tiatives relating to credit default swaps and derivatives generally. 
We have focused on reducing systemic risk and the interconnected- 
ness risk that we saw in 2008. That is primarily through estab- 
lishing central counterparties, clearinghouses, and utilizing a proc- 
ess of compression to reduce the outstanding number of obligations 
outstanding. 

We have also increased transparency by establishing trade re- 
positories, and the information that is on the chart over here is 
drawn from that trade information warehouse that has been estab- 
lished and up and running for the last 3 or 4 years, sponsored by 
the Depository Trust Clearing Corporation. So that information is 
readily available and is extensively used as parties look at the ex- 
posure that is outstanding on any particular company or country. 

Then finally, I wanted to just briefly respond to suggestions 
about manipulation through credit default swaps. And to look at 
this, we need to understand the fundamental nature of these prod- 
ucts, these bilateral transactions. It is two parties who are entering 
into this transaction. Anytime one is going short in a transaction 
implicitly, by definition, another party is going long, taking the — 
selling the protection position. 

So that is a natural tension that exists in the bilateral relation- 
ship. And it is very hard in a series of bilateral relationships, bilat- 
eral contracts, to have the type of manipulative effect that has been 
suggested for credit default swaps. 

And the fact of the matter is that there are other mitigating fac- 
tors relating to potential allegations of manipulation. Mr. Johnson 
referred to the fact that the amount outstanding of credit default 
swaps as it relates to sovereign debt is very small, certainly in the 
Greece situation as well as other situations. Also, the majority of 
sovereign CDS investors are likely hedging legitimate economic 
risks, even if they don’t hold the actual bond. 

And then finally, sovereign CDS may actually serve to moderate 
downward pressure on troubled countries because if the CDS mar- 
ket did not exist, the only alternative would be to sell the bonds 
or not take on the debt exposure to begin with. 



14 


So those are the main points that I have raised in my testimony, 
and I look forward to the questions of the committee. Thank you, 
Mr. Chairman. 

[The prepared statement of Mr. Pickel can be found on page 94 
of the appendix.] 

Chairman Kanjorski. Thank you very much, Mr. Pickel. 

And we will now hear from Mr. Darrell Duffle, professor of fi- 
nance, Graduate School of Business, Stanford University. 

Mr. Duffie? 

STATEMENT OF DARRELL DUFFIE, PROFESSOR OF FINANCE, 

GRADUATE SCHOOL OF BUSINESS, STANFORD UNIVERSITY 

Mr. Duffie. Thank you. Chairman Kanjorski, and Ranking 
Member Garrett. 

As several committee members have mentioned in their opening 
remarks, concerns have been raised that speculation in credit de- 
fault swaps has been responsible for raising the borrowing costs of 
Greece, California, and other government borrowers. 

My written testimony contains empirical evidence, charts, and 
statistical evidence, with Professor Zhipeng Zhang of Boston Col- 
lege, showing that there is no evidence that speculators have been 
responsible for raising these borrowing costs. 

First, as has been mentioned by Mr. Johnson and Mr. Pickel, the 
amounts of credit default swaps that have been used to either 
hedge or speculate against Greece is relatively small compared to 
the amount of Greek bonds outstanding. It is under 3 or so percent. 
Similarly, the amount of credit default swaps on California is 
under 2 percent of the amount of debt outstanding. 

Second, there is no evidence of large swings in the amount of 
protection that has been brought. Charts in my testimony show 
that the changes from week to week of credit default swap protec- 
tion is rather small. 

Third, changes in the amount of credit default swaps written on 
these government borrowers and other weaker European sovereign 
borrowers are not related to the credit default swap rates de- 
manded by investors in this market. In other words, this sort of 
speculation, if it is speculation, or hedging, is actually not related 
to changes in Greek borrowing costs or the borrowing costs of these 
other sovereigns or California. 

And finally, as several of you — Chairman Kanjorski and Ranking 
Member Garrett — have suggested, the credit default swap rates 
have actually risen in advance of information that has been re- 
vealed about the true indebtedness of Greece. 

And as that information has come into the market, we have 
learned that Greece is likely to be unable to pay back its debt on 
its own, and it is this fact that has raised its borrowing costs. It 
is quite hard to imagine how speculation by credit default swap in- 
vestors has caused Greece to borrow more than it can pay back. 

Also, I would like to say that the external support that has been 
provided to Greece does not, however, imply that Greece will avoid 
default. The CDS rate for Greece, which is a close proxy to its bor- 
rowing rates, has gone to 10 percent in the last few days, indi- 
cating a significant chance of default. 
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The debt crisis faced by Greece has profound implications for 
other Eurozone countries right now. Eurozone governments issue 
debt in a common currency. If one of them is unable to pay its own 
debt, other Eurozone countries have an incentive to come to the 
rescue and to protect the stability of the Euro on which they com- 
monly depend. 

In the long run, however, there can be an erosion of the incen- 
tives of fiscally stronger Eurozone countries to support fiscally 
weaker Eurozone countries. Economists call this a free rider prob- 
lem. Each time a Eurozone country spends more than it can pay 
back, the fabric of the Eurozone is weakened. This is important to 
the interests of the United States because the stability of the Euro 
contributes to global economic growth and security. 

Regulations that severely restrict speculation in credit default 
swap markets could have the unintended consequences of reducing 
market liquidity, which raises trading execution costs for investors 
who are not speculating, and of lowering the quality of information 
provided by credit default swap rates regarding the credit qualities 
of these issuers. 

Regulations that severely restrict speculation in credit default 
swap markets could, as a result, increase sovereign borrowing costs 
somewhat. In any case, speculation could continue via short selling 
of the underlying sovereign bonds to the extent the bond market 
is liquid. 

Proposed reforms of the over-the-counter markets for credit de- 
fault swaps and other over-the-counter derivatives will improve the 
safety and soundness of these markets. Data repositories will even- 
tually give regulators the opportunity to police those who would 
manipulate these markets or would take positions whose risks are 
too large with respect to the capital backing them. 

Central clearing, if done effectively, will also bring needed sta- 
bility to this market. Transactions price reporting will add addi- 
tional transparency and improve market efficiency. 

Thank you for the opportunity to present my views. 

[The prepared statement of Professor Duffie can be found on 
page 50 of the appendix.] 

Chairman Kanjorski. Thank you very much, Mr. Duffie. 

And now, we will hear from Dr. Ajithony B. Sanders, distin- 
guished professor of finance, George Mason University. 

Dr. Sanders? 

STATEMENT OF ANTHONY B. SANDERS, DISTINGUISHED 
PROFESSOR OF FINANCE, GEORGE MASON UNIVERSITY 

Mr. Sanders. Mr. Chairman and distinguished members of the 
committee, on November 5, 2009, Reuters published a story enti- 
tled, “Greek Debt Reached 120.8 Percent of GDP in 2010.” Every- 
one around the global is aware of how Greece’s excessive debt fi- 
asco had led to a meltdown of the European economy, potential 
meltdown, at only 120 percent of GDP. Things became even more 
critical when Greece discovered it had overlooked $40 billion more 
of debt. Markets do not like surprises. 

These stories about the Greek economy beg the following ques- 
tion: Was the cause of the fiscal collapse of Greece perpetrated by 
credit default swaps, or was it out-of-control spending and bor- 
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rowing by the Greek government that led to Greece being, in pop- 
ular parlance, broke? 

Credit default swaps play two important roles in the market for 
credit. First, they facilitate liquidity by allowing investors to hedge 
against negative outcomes — for example, defaults — and second, 
CDS provide vital information to other market participants about 
the risk of a particular investment. 

This price or spread conveys information to potential investors, 
communicating the level of risk involved in an investment, and 
helping them to make a more informed and prudent investment de- 
cision. Restricting either of these roles makes credit less widely 
available and markets less transparent. 

CDS is the current villain du jour in the Greek debt fiasco. The 
Greek crisis is the result, again, of massive government spending 
and debt issuance to fund that spending. In fact, CDS in Greek 
sovereign debt actually served a positive role: It alerted everyone 
around the globe that Greece was in fact in a death spiral from 
credit. 

CDS is often misunderstood. Essentially, it allows investors to 
hedge their positions in debt, in this case, default of Greek sov- 
ereign debt. An investor may hold Greek sovereign debt long and 
may want to partially or fully insure against that default on debt. 
By limiting or abolishing CDS, you not only decrease liquidity for 
investors, which is a terrible idea, but you actually decrease liquid- 
ity in the underlying asset, in this case Greek sovereign debt. 

As can be seen in Exhibit 1 in my report, CDS spread started 
to widen in October and November of 2009. By December 2009, 
CDS spreads widened even more dramatically. That is when the 
120 percent GDP story came out. 

Now, consider further the Greeks’ surprise when on April 2, 
2010, a story revealed that Greece had another $40 billion of un- 
known debt, and CDS widens. For a country that is already deep 
in trouble making its debt payments, the discovery of another $40 
billion came as a rude surprise. I also show that in my exhibits, 
how devastating this is. 

So focusing on the instrument as the cause of the problem, in 
this case CDS, misses the real culprit, the behavior of the under- 
lying asset. With Greece, CDS reacted to the behavior of the under- 
lying asset, the debt. Just as in the housing crisis, CDS has been 
blamed for exacerbating the crisis, but really, it was the behavior 
of the underlying asset, housing prices and mortgages, that was the 
issue. 

If you are looking to place blame, don’t blame the instrument. 
Blame the behavior of the underlying asset. Greece hid its debts. 
Markets found out and reacted appropriately. This is a lesson we 
learned well for the United States. Our own sovereign debt has a 
Greek surprise component, too. It is called GSE and agency debt. 

As Secretary Geithner tried to emphasize in a recent House hear- 
ing that I was involved in, the Federal Government’s support of 
Fannie Mae and Freddie Mac does not change the legal status. In 
addition, he said, the corporate debt of the GSEs is not the same 
as U.S. Treasury debt. 

Secretary Geithner went on to say he wanted to eliminate this 
ambiguity. I completely agree with Secretary Geithner. But to end 
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that ambiguity, we need to at least recognize the GSE corporate 
debt on the Federal budget along with projected guarantee book 
losses. 

An argument can be made against requiring that the guarantee 
books be brought on balance sheet, and an argument can be made 
to bring them on balance sheet. As I had mentioned before, the 
CBO has projected that these losses will be about $400 billion over 
10 years, which could be higher or lower depending on future eco- 
nomic conditions, interest rate, and tax rates. These guarantees are 
supported by cash flows from borrowers, so it’s less critical to bring 
them on the Federal balance sheet, although the losses that are ex- 
pected should be recognized. 

Lastly, I would err on the side of fiscal conservatism by raising 
the projected guarantee charges for $400 billion to a higher number 
based on stress tests by the CBO in the same way that Fannie and 
Freddie run stress tests and alternative scenarios. FHFA has the 
stress test results, and we should prepare for the possibility of a 
double dip in housing prices in a few of the recessions, which is 
going to drive those losses much higher. 

Thank you for allowing me to share my thoughts with you today. 

[The prepared statement of Dr. Sanders can be found on page 
103 of the appendix.] 

Chairman Kanjorski. Thank you very much. Dr. Sanders. 

And finally, we will hear from Mr. Joseph R. Mason, Louisiana 
Bankers Association professor of finance at the Louisiana State 
University. 

Mr. Mason? 

STATEMENT OF JOSEPH R. MASON, LOUISIANA BANKERS AS- 
SOCIATION PROFESSOR OF FINANCE, LOUISIANA STATE 

UNIVERSITY 

Mr. Mason. Thank you. Chairman Kanjorski, Ranking Member 
Carrett, and members of the subcommittee for inviting me to tes- 
tify today on this important and timely topic. 

While it is widely held that unprecedented monetary and fiscal 
policy responses of countries worldwide have been successful at 
preventing a worst-case scenario repeat of the Great Depression, 
the combination of rising fiscal deficits and continued monetary 
policy accommodation has raised concerns about the sustainability 
of public finances and fears of inflation. As a result, the recent up- 
roar about Greece’s fiscal woes and possible debt default are viewed 
by many as merely a canary in a coal mine. 

It is hard to argue that Greece is not to blame for its difficulties. 
As of December 2009, Greece had the highest fiscal account imbal- 
ance, as a percent of GDP, in all the Euro area countries and Brit- 
ain at negative 7.7 percent, and its projected 2009, 2010, and 2011 
balances were second only to Ireland. 

With a long history of fiscal stress and four previous defaults in 
modern history, investors are right to be suspicious. As of this 
hearing, Spain, Ireland, Italy, and Portugal are being pressured for 
similar good reasons, not mere contagion. 

Defaults are nothing new, even for sovereign entities and munici- 
palities. There exists a long history of defaults throughout the 
world as well as U.S. history. The definitive guide to the history 
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of U.S. State and municipal defaults shows that even in the Great 
Depression, States with serious default problems took on far more 
debt in the decade than States that had no defaults. Hence, even 
historically, default is not a threat without a substantial debt load. 

More recently, S&P reports that the 5-year transition rate for 
AAA-rated local and municipal debt over the period 1975 to 2009 
was 27.4 percent, with 10.9 percent of that resulting from ratings 
that were withdrawn and 16.4 percent resulting from ratings that 
were downgraded. S&P reports that the sovereign speculative- 
grade-rated 15-year default rate over the same period was 29.66 
percent. The point is, sovereign defaults happen. 

A real problem in the sovereign CDS market, however, arises be- 
cause of the concentration in counterparty risk. Whether that con- 
centration is at a central counterparty or a small group of market 
participants, the risk remains. Recently, the IMF has opined that 
the magnitude of risk to be assumed at the proposed CCP on behalf 
of unmargined market participants is of an order of magnitude in 
the neighborhood of some $200 billion, and is rising daily with fur- 
ther exemptions. That estimate should not be dismissed or the 
amount will surely precipitate a future crisis. 

Some have pointed to CDS as creating problems for sovereign 
debt financing. It is hard, however, to see the case. While CDS pro- 
vide transparency by aggregating market views of the probability 
of default and recovery, CDS in and of themselves do not create ad- 
ditional volatility to those views. 

The view of CDS as creating volatility comes from observations 
that CDS spreads can widen quickly before a credit event, reflect- 
ing demand from CDS protection buyers. Some of the furor arises 
because CDS markets may be dominated by fast-moving hedge 
funds, while cash bond markets are dominated by buy-and-hold 
real money investors. 

While it can seem that the signals from the two markets may be 
at odds during distress, the apparent divergence has been shown 
to be bounded by some fundamental institutional and value distinc- 
tions between CDS and the underlying debt contracts. 

CDS do contribute greater information to markets than credit 
ratings, but no degree of rating agency liability, not even that 
greater than the PSLRA that would make them responsible for 
even Goldman Sachs’ alleged fraud, will change that relationship. 

Overall, the danger that a CDS buyer may deliberately trigger 
a credit event remains theoretical. There are no known cases of ad- 
verse behavior that have directly impacted debt borrowers because 
those borrowers are known to be struggling financially anyway. 

In sum, therefore, I am not convinced that sovereign CDS de- 
serves its current negative press, and fear that a ban or restriction 
on trading could easily backfire. Bans on trading activity tend 
largely to reduce liquidity, forcing a reversion to a world where 
sudden and unhedgeable price jumps occur when information about 
underlying fundamentals is occasionally priced into an illiquid 
market, that is, when someone finally trades. 

Sovereign CDS provides an efficient way to trade and to hedge 
credit exposures to governments, as well as a more continuous way 
for governments to poll their fiscal decisions more continuously in 
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the marketplace. If governments do not like that transparency, it 
seems they doth protest too much. 

Thank you. 

[The prepared statement of Professor Mason can be found on 
page 81 of the appendix.] 

Chairman Kanjorski. Thank you very much, Mr. Mason. I thank 
the entire panel for their testimony, and now we will move to the 
questions. I will take the first 5 minutes, and at the conclusion of 
my 5 minutes, I will ask Mrs. Maloney to take the chair. 

I am not sure what I am supposed to gather from the testimony 
of all five witnesses other than that CDSs obviously are not the 
problem, but we have a big problem out there. Is that true, rel- 
atively speaking? We just have not done a postmortem to deter- 
mine what really constitutes the problem, and how it can be solved. 
Is that reasonable? 

And the reason I ask you that is over the last 3 or 4 weeks when 
the Greece problem was called to international attention, it started 
at $45 billion, a need for a $45 billion underwriting or infusion 
from the European Union, and now it is up to $120 billion and 
climbing. And somebody today stated that there is no way that 
they can work a rescue here without a restructuring. 

I would like your reaction to that opinion, if any of you have one. 
Is that a correct or a likely conclusion? 

Mr. Duffie. Mr. Chairman, could I address that? 

Chairman Kanjorski. Surely. 

Mr. Duffie. You are correct. The estimates of how much will 
have to be loaned to Greece have gone up — tripled in the last few 
days. And again, relying on the CDS markets, as we have said, 
there seems to be a perception that Greek sovereign debt has a sig- 
nificant probability of defaulting anyway. 

One of the reasons for that is that these monies coming from the 
IMF and the Eurozone countries are not donations to Greece. They 
are loans. They have to be paid back. So they will actually increase 
Greece’s indebtedness, although the terms of the loans are rather 
generous. 

The other issue is that some of these loans to Greece in external 
support may actually come in ahead of Greek sovereign debt in 
terms of who gets paid first. And that actually causes concerns to 
some Greek sovereign debt holders. If the IMF, for example, gets 
paid before them, maybe there won’t be enough left for them. 

So in summary, I think it is not at all clear that Greece will 
avoid a restructuring of its debt or an outright default, and only 
time will tell. 

Mr. Sanders. Chairman Kanjorski, I would like to first of all 
agree completely with my esteemed colleague. Professor Duffie. But 
I would also like to point out that it is just not Greece; it is also 
Portugal — Spain is about to blow up; Ireland; Iceland. Great Brit- 
ain is on the brink, too. 

So we are talking about a substantial amount of — some of those 
are non-Euro countries, but that Europe in general is having a se- 
vere meltdown due to, again, excessive spending. And it is biting 
them really hard right now. 

Chairman Kanjorski. What sort of potential — obviously, we do 
not have jurisdiction to intrude into the European Union. But I am 
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dealing with them on financial matters on a regular basis now be- 
cause we are trying to do our regulatory reform consistently, with 
the E.U. and the United States being on an equal footing. 

This is rather shocking, though, that suddenly someone can dis- 
cover $75 billion of new debt that was really unrealized just 3 or 
4 weeks ago. And it is true, when you talk about Spain, Portugal, 
Italy, and Ireland, if you throw them all in, the one commonality 
they seem to have is that they have violated the rule for entry into 
the Euro Union in that they went — they are all over 60 percent in 
debt, as opposed to the other countries that were far more stable 
and were in the union originally. I guess it proves that whoever set 
that formula up knew what they were thinking or talking about. 

But like anything that can be contagious, and we saw that re- 
cently in the credit crisis in the United States when things started 
to tumble, suddenly what are reasonable assets become valueless 
or almost valueless. And that obviously, probably, is happening to 
some extent in these countries. 

How do we put a stopgap in there, and how do we prevent that 
constant rolling motion that would take everything down, eventu- 
ally the entire European Union? Is there some thinking on that? 
And maybe somebody wants to grab it and run with it? 

Mr. Mason. If I may, one substantial element that was left out 
of the European Union construct was a way to address individual 
country difficulties through some type of central bank action. In 
fact, that is why we designed the U.S. Federal Reserve System as 
a system of central banks able to address regional needs, even if 
the entire Nation did not need a stimulus. 

That is a fundamental flaw, and that is what creates the risk of 
being unable to address specifically Greece, Italy, and Spain while 
leaving, for instance, Germany and France relatively untouched. 

But you are exactly correct that the E.U. entry rules set the 
stage for off-balance-sheet finance. By arbitraging this rule, by 
keeping funding off-balance-sheet, they could stay within the debt 
limits, at least based upon the formula, but not in any real eco- 
nomic way. 

And that is a very, very important lesson that I want to point 
out here that happened in the United States with securitization in 
commercial banks. And I really would like to stress to the com- 
mittee to see how that application is very robust to a number of 
different rules, even some rules that may be considered today in fi- 
nancial reform. 

Chairman Kanjorski. Thank you very much. 

Yes, Mr. Johnson? 

Mr. Johnson. Characteristically, when officials are doing a work- 
out, the rule of thumb is to do too much rather than too little, in 
other words, to get ahead of the curve and do something so pro- 
found in restructuring that you essentially what you might call 
stop all of the emotion that leads to contagion in its tracks. You 
stop people from drawing inference about propagation. 

What is particularly difficult about this situation once it has 
taken place, and Professor Duffie mentioned this, is the free rider 
problem, which is at this point Greece knows that it is not just its 
own fate that is in its hands. Greece knows that it can take Italy, 
Portugal, and possibly the whole Euro structure down with it. And 
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their incentives in bargaining now reflect more than their own fate. 
They think they have more leverage than if it was just an isolated 
country. 

So at some level, doing something that would, how should I say, 
not call Greece’s bluff, but would acknowledge that they are going 
to perceive those side effects require a bigger offering from the 
other side of the table. Right now, Germany doesn’t want to offer 
that. And they have a traditional concern about inflation in their 
past, and they don’t want to do that right before an election when 
their population is not necessarily that fond of the Euro anyway. 

But the basic concept is you have to do more than you think is 
necessary in order to quell those anxieties once it takes place. 

Mr. PiCKEL. Mr. Chairman, if I could just return to your first 
question. I think it’s important to understand the nature of these 
contracts as they are sovereign CDS versus corporate CDS. 

In a corporate CDS, the triggering events for a settlement are 
typically bankruptcy and failure to pay. For a sovereign CDS, the 
relevant events that would trigger a settlement of the credit de- 
fault swap would typically be restructuring or a moratorium or re- 
pudiation of debt. 

And so, it is certainly true that participants in the credit default 
swap market are watching the current discussions very closely to 
see what the nature of the support from the IMF of the Euro might 
be because it could in fact be those events that might trigger a 
credit event under the contract. 

Because countries don’t go bankrupt. Countries always have the 
ability to tax. But they may restructure their debt or they may 
miss a payment, and that would trigger a settlement. 

Chairman Kanjorski. Thank you, Mr. Pickel. 

I am now going to recognize the gentleman from New Jersey, Mr. 
Garrett, for 5 minutes. And may I request Mrs. Maloney to take 
the chair? 

Mr. Garrett. I thank the Chair, and again thank the witnesses. 
And I guess my opening thoughts and comments were that this 
committee and this title, “Credit Default Swaps and Government 
Debt,” could involve itself into a bunch of different areas. 

I guess the first takeaway from this is, taking the lead from the 
chairman and also from Mr. Johnson’s opening testimony, and ev- 
erybody else right down the row, is that CDS were not the under- 
lying cause of the problem that we see in Greece right now. So 
from that, then we can sort of explore and say, well, what should 
we learn from this experience? 

Mr. Johnson, I know in your testimony you conclude, “The Greek 
crisis in sovereign debt — sort of saying what I just said — is not fun- 
damentally caused by CDS. It is caused by a profile of spending 
and tax revenue, and a dynamic of government debt accumulation 
that is fundamentally unsustainable.” And I mentioned in my re- 
marks what Chairman Bernanke said, that here in this country we 
are not going to be able to grow our way out of it, which is some 
people’s suggestion as to how we solve our problem. 

So I would just be curious for your take on our problems here 
in this country is in order to avoid the situation that Greece sees 
themselves in. Is it like a lot of the experts who testify over in the 
budget committee hearing, that our first and fundamental area 
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that we need to address is the entitlement spending in this coun- 
try, and somehow or other we have to rein that in, and that is our 
Greek problem, if you will? 

Mr. Johnson. You are calling me back to the days when I was 
a staffer on the Republican Senate Budget Committee under Pete 
Domenici, so I will have to dust off those memories. 

What I would say is that there are many tools that reflect social 
priorities, and that the United States, after this financial crisis and 
definitely if we had a recurrence, would be reaching what Con- 
gressman Hensarling talked about, the red zone, which Ken Rogoff 
and Carmen Reinhart talk about as a debt-to-GDP ratio approach- 
ing 90 percent. 

I do think that structural reforms have to be made. Whether 
those structural reforms take the form of further health care legis- 
lation that reduces the price of care, or whether it involves entitle- 
ment reform in terms of the extent or quality of care, whether it 
involves taxation, or whether it involves the military budget, any 
of those things logistically fit into the what you call menu, theo- 
retical menu, of tradeoffs that one could invoke. 

It is really a question of social preferences as to how you get 
there. And I do believe that we face that challenge. We have to de- 
fine those preferences. 

Mr. Garrett. And then turning to Mr. Duffie, I noted your one 
comment, and then there was like a pregnant pause after it, and 
I don’t know if it was intended or not, saying that speculation did 
not force the excessive borrowing, or spending first and then bor- 
rowing by Greece. 

Do you have any other comment to follow up, after your pregnant 
pause? 

Mr. Duffie. I would like to address the issue of whether specula- 
tion has any benefits at all. And one of the ones that has been 
mentioned by all of the panelists, I believe, which is that it pro- 
vides an early warning system to the market. I think that has been 
quite helpful in this case. It has caused people to dig into the true 
financial condition of Greece, as Professor Mason suggested. 

Another benefit of speculation is that when someone needs to lay 
off some risk, they have to find someone to take it on, and specu- 
lators will usually do that in return for an expected profit. If we 
didn’t allow them to participate in this market, it would be harder 
for investors to either exit their positions or hedge their positions. 

So I would encourage regulators generally not to clamp down on 
speculation, but to clamp down on manipulation, which is a dif- 
ferent aspect. 

Mr. Garrett. One last question. My time is coming up here. Mr. 
Sanders and others alluded to the fact that a lot of this that hap- 
pened in Greece, the triggering was the finding of new information, 
the $40 billion, or what-have-you. I have legislation in to say that 
we want to make sure that all of our information in this country 
is clear and transparent, and to say that all of our debt should be 
apparent to the public. 

I would think it is apparent, but I think the clearer way is to 
put it on the budget. Is there any reason why that would not be 
a legitimate avenue for Congress to go down and say, all of our 
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GSE debt, if it is really sovereign debt or whatever the Treasury 
Secretary says it is, should not be transparent and on our budget? 

Mr. Duffie. I think that is correct. I think Supreme Court Jus- 
tice Brandeis at one point said, “Sunlight is the best disinfectant.” 
And I think that is exactly what is needed, as much transparency 
as possible. 

Mr. Garrett. Let’s flip it around. Does anybody disagree with 
that? 

Mr. Sanders. I agree completely with that statement. I think it 
really should be brought on it because we do want to avoid another 
Greek surprise. And if we leave it off, it just begs for another sur- 
prise in the market that is a negative. 

Mr. Garrett. And Mr. Mason, it looks like you — 

Mr. Mason. I also agree that we need to be clear about our own 
off-balance-sheet exposures, so to speak. But we also need to pay 
attention to the resolution of the consumer problems in today’s 
marketplace in terms of what we have talked about in restruc- 
turing in the Greek context. 

If you think about a restructuring for today’s consumers, by of- 
fering the modification and therefore taking a loss on the secured 
debt, while leaving the unsecured debt of the consumer intact, we 
have actually violated an absolute priority rule in the restructuring 
of the consumer in a way that has confused and shocked markets. 

And in the restructuring, we do need to be very careful to com- 
municate directly to investors, previous investors, what they are 
liable to get even after loans from the outside come in to bail out 
the — 

Mr. Garrett. And just so I understand what you just said, that 
means that all the work that we do as far as restructuring on the 
secured debt, which is mortgages and all those programs, we have 
to be careful of the implications on what that does as far as the 
unsecured debt and going forward as far as whether lenders want 
to engage themselves in that activity? 

Mr. Mason. We have seen that directly by modifying first hen 
mortgages before second hen mortgages, and of course the second 
hen holder was able to avoid a loss where they would have other- 
wise, according to the rules of the game, taken a loss. It has been 
confused. 

Mr. Garrett. Right. Thanks. I appreciate the clarification. 

Mrs. Maloney, [presiding] Thank you. The Chair recognizes her- 
self for 5 minutes. 

The first time CDSs came to national spotlight and attention was 
during the AIG crisis. And I would like to ask the panelists, start- 
ing with Mr. Johnson and going down, if anyone would like to com- 
ment on it. 

What would have been necessary to avoid the AIG bailout in 
terms of CDS reform? 

Mr. Johnson. Would you like me to start? 

Mrs. Maloney. Yes. You start, and then Mr. Pickel and Mr. 
Duffie, if you would like to comment. 

Mr. Johnson. I think there are a couple of things that come to 
mind, the first of which is the way in which premium income is 
booked by those who wrote CDS during that period, allowed them 
to book it as income and not have set-aside or loss provisioning. 
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whereby — how do I say it — they built a war chest or a contingency 
fund in the event that they had to pay out. 

But I want to be a little bit careful about that. CDS is an un- 
usual contract. It is not as if there is a stream of payments that 
when the event is triggered, the insurer just assumes a stream of 
payments. They actually have to deliver on the whole loss for the 
outstanding bond. 

And you go from collecting a premium, which is a flow each year, 
to having a huge liquidity demand on as the writer. And obviously, 
when we had a giant storm like that, it is not clear to me that even 
a well-provisioned system would have withstood that shock. 

The second dimension, I think, is that a systemic risk regulator 
needs to understand the distribution of exposures, ex ante, and 
they need to have a very clear sense of that pattern of exposures 
because when they are called upon to resolve any impaired institu- 
tion, they may be triggering an event that is not necessarily ema- 
nating from the balance sheet of that institution. 

If one bank fails, two other banks may have transferred risk on 
the CDS on the failing bank. And unless there is a unified aware- 
ness of that exposure map, by taking action, putting the failing 
bank into receivership, you may drag somebody else over the wall 
with you and lead to contagion. 

Understanding those consequences will make it much easier for 
the resolution authorities. So that information system, I think, is 
very important. 

Mrs. Maloney. Mr. Pickel, would you — 

Mr. Pickel. I think it is important to understand the differences 
between the nature of the transactions done by AIG and the trans- 
actions that are the focus of this hearing, the sovereign CDS or 
even the corporate CDS. Those credit default swaps were written 
on super-senior tranches of CDOs which had exposure to under- 
lying real estate risk. 

And in fact, those were — there is all this discussion about naked 
credit default swaps or situations where you actually have the un- 
derlying risk. The people who bought that protection from AIG ac- 
tually had the underlying risk. So those would be — even if you 
wanted to ban naked credit default swaps, those could still be done. 

I think it is also a function of the fact that the AIG individuals 
who were involved in these transactions didn’t have a full under- 
standing of the nature of the risks. They were looking at the poten- 
tial for them to have to pay out. They did not take into account the 
mark-to-market risks that they had. 

It was compounded by a reliance on AAA ratings and refusing to 
provide collateral. Collateral is a very important tool in the OTC 
business, widely used, and it provides not just credit protection, but 
provides indications as to the exposure that you have under your 
underlying positions that you can adjust to. They compounded that 
by agreeing to downgrade provisions so that at the very worst time, 
when they lost their AAA rating, they had to come out with mas- 
sive amounts of collateral because of the mark-to-market expo- 
sures. 

So I think you need to have the information that Mr. Johnson 
refers to. Clearing wouldn’t help in that situation, but greater utili- 
zation of collateral in those transactions would be quite helpful. 
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Mrs. Maloney. Would anyone else like to comment? Mr. Duffie 
and Mr. Mason, and then my time is up. 

Mr. Duffie. Briefly, there are four measures in the legislation 
that your committee has proposed to reform the flnancial system 
that address this. 

First of all, the supervision hy the Federal Reserve of system- 
ically important financial institutions would include a firm like 
AIG. Hopefully, they would do a much better job than the Office 
of Thrift Supervision actually did at the time. 

Second, the legislation proposes a new method for resolution of 
systemically important financial institutions, and that would allow 
AIG to be taken apart without necessarily a lot of collateral dam- 
age. 

Third, data repositories are in the new derivatives legislation. 
This would provide regulators with the opportunity to see how 
much credit default swaps AIG would have held. 

And then finally, as Mr. Pickel said, the new legislation will re- 
quire substantial amounts of additional collateral, and that will 
also improve the situation. 

Mrs. Maloney. And Mr. Mason, and then my time is up. 

Mr. Mason. Thank you. I would like to emphasize Mr. Johnson’s 
remark about information, but also take it a slightly different di- 
rection. The information that we needed to understand AIG’s expo- 
sures was there. DTCC had it. We just needed to think to ask 
them. 

After my own experience in the bank regulatory agencies, it has 
been amazing to me that bank regulators would not ask outside of 
banks for additional market information or even information about 
direct bank exposures, whether it is CDS or off-balance-sheet 
securitized entities. 

To me, that is the important element that can be solved fairly 
simply in financial reform. Instead, financial reform, as currently 
drafted, is asking for the entire trading book of every systemically 
important institution, which is information overload. Any attorney 
knows if you want to fight off an attack, you either withhold infor- 
mation or you give them too much to digest. 

That would be far too much to digest, and I think the best start- 
ing point is to allow bank regulators and other Federal regulators 
access to information sources, common on Wall Street, that they 
cannot afford right now, and sometimes even, because they are not 
a qualified institutional buyer, cannot even legally access. That 
would give the greatest bang for the buck, so to speak, of the legis- 
lation. Thank you. 

Mrs. Maloney. Thank you. Mr. Bachus is recognized for 5 min- 
utes. 

Mr. Bachus. Thank you. First, I want to say that your testi- 
mony, which arrived yesterday afternoon, our staff reads that, and 
they refer that to us — not always; they will recommend that we 
read it or not. And we then will review some of it or look at it or 
use it. 

And I want to say the staff and I both want to compliment you 
on your testimony. We found that it was very insightful in all 
cases, and did what it is supposed to do. So if you had a Member 
who stepped out during your testimony, he probably read it or will 
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read it, and he certainly had a staffer that highlighted certain 
things to him. So I commend you on that. 

Mr. Duffie, let me start with you. Credit default swap spreads, 
I think, are a reflection of Greece’s economic condition. I know the 
Greek government’s difficulty refinancing its debt is a direct result 
of not the CDS — sovereign CDS market, hut of legitimate concerns 
about its financial health. 

Would those concerns — or let me say this: Is it correct to say that 
the sovereign CDS market alerted us to the problem the Greeks 
had, as opposed to contributed to it? Many people have blamed it 
on the sovereign CDS market, or part of that. But what is your 
view? 

Mr. Duffie. Based on the statistical evidence, that is certainly 
my conclusion, Mr. Bachus. 

Mr. Backus. That — 

Mr. Duffie. That the CDS market, rather than causing Greece 
to have borrowed too much money or to be currently in a debt cri- 
sis, it actually alerted investors that Greece would have borrowing 
problems. 

Mr. Backus. Right. And it served a very useful purpose in that 
I think it caused people to confront the problem. 

Mr. Duffie. Yes. It provided both an early warning system, and 
of course, for those who needed to get rid of some of their risk, it 
provided a way for them to transfer it to others. 

Mr. Backus. Right. I appreciate that. 

Mr. Sanders, the Federal debt stands at $8 trillion, and GSE 
debt stands at an additional $8 trillion. That represents 110 per- 
cent of our GDP. What are the implications of an unsustainable 
debt load? And actually. Chairman Bernanke said that our debt 
projected was unsustainable. 

Mr. Sanders. Actually, the Federal debt load is over $12 trillion. 
It is just that $8 trillion of it is public debt. And of the GSEs, the 
guarantees are a large part of that $8 trillion. There is a lesser 
amount, which is a little less than 50 percent, is the GSE corporate 
debt. But it still amounts to a large chunk of GDP, and this is be- 
fore all the real massive entitlement programs, etc., kick in. 

And then once we hit that, I think the unfunded liabilities, de- 
pending on the source of it, can be upwards of $110 trillion and 
growing. We are at $8 trillion plus GSE debt plus, remember, my 
good friend Joe has always talked about the off-balance-sheet issue. 
I wrote a paper a few ago called, “Banks: The Next Enron,” warn- 
ing that off-balance-sheet financing is devastating unless you put 
it on the balance sheet. 

And for the government, it is especially true. We have pension 
programs which are currently off balance sheet that, like Wall 
Street, are only recognized if there is a loss. And really, we have 
to end that. We have to bring it all on balance sheet so, as Pro- 
fessor Duffie — according to Justice Brandeis, sunlight is a great 
thing. We should have all this stuff visible because it is 
unsustainable. 

And as I quoted in my paper, presentation, I said that 2 percent 
of United States households have $250,000 or more of income. But 
if they are bearing the brunt of all these entitlement programs and 
war spending — let’s just say all spending — and we add these up. 
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that ends up being that each household that makes $250,000 or 
more is responsible for $47 million per household. 

Now, I would call that unsustainable. And it also scares the liv- 
ing heck out of me, too. 

Mr. Bachus. I appreciate that. I also appreciate that Chairman 
Frank and Congresswoman Maloney and Subcommittee Chairman 
Kanjorski selected our witnesses. They did a good job this time. 
Thank you. 

Mrs. Maloney. Mr. Sherman? 

Mr. Sherman. Thank you. Mr. Sanders, just a comment, and 
that is you seem to be focusing on income taxpayers rather than 
Social Security taxpayers. People earning much less than $250,000 
are paying the bulk of that Social Security tax. And if you are talk- 
ing about who is going to pay for the entitlements, it is chiefly 
those who are paying Social Security tax. 

One could design a society where the greatest rewards went to 
science and engineering. But we pay the largest salaries to those 
who study under Mr. l3uffie and go into Wall Street. And that is 
justified on the theory that capital allocation is very important. 

But the question is whether Wall Street is engaged in capital al- 
location or just naked betting. Gambling is usually thought to serve 
no particular social purpose, and if anything, imposes social costs. 
George Soros a couple of days ago, in commenting on synthetic 
CDOs, but this also applies to naked CDSs, said that they serve 
no social purpose and build up the amount of debt, thus creating 
a larger crash when the crash occurs. 

What social benefit, Mr. Johnson, occurs from those who bet on 
Greek currency for no good reason, nothing to do with their regular 
business, just because they think they are smarter than the market 
and they can guess whether it is going to go up or down? 

Mr. Johnson. I have to refer to the distant past in my resume 
before answering you, just to be very clear. I used to be — 

Mr. Sherman. I have limited time. Please answer my question. 
I will learn about your resume later. 

Mr. Johnson. I used to be George Soros’s partner and a currency 
speculator in the early 1990’s, and I just want to preface with that. 

I believe that there are times when price systems get out of bal- 
ance. You referred to the excessive incentive to allocate our best 
talent to Wall Street, probably because we had a lot of embedded 
subsidies in the system that blew up a year or so ago that made 
Wall Street firms excessively profitable, and they could pass their 
risk off onto the taxpayers. 

That is being corrected now, and I don’t expect Wall Street to 
draw quite as much talent as in the past. I don’t think that gam- 
bling on currencies for its own sake, as an action, has much re- 
deeming quality. But I would say that when a price system re- 
equilibrates, a society gets back on track sooner. 

Greece right now is — how do we say — harming future genera- 
tions, and the price pressure coming to a head, and violent, may 
represent those future generations. 

Mr. Sherman. Reclaiming my time, one issue that comes before 
us is whether we should impose any fees or taxes on the casinos 
on Wall Street. I would point out that every other town in America 
where they have a casino, there is a tax. And at least then, there 
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is some social benefit that accrues from allowing the gambling ac- 
tivity to occur. 

My next question relates to why California is facing a valuation 
of its debt below that is Kazakhstan, Croatia, Brazil, Bulgaria, and 
even Thailand — at least, I haven’t checked Thailand recently; they 
have some problems there — where you have to pay 200 basis points 
for insurance. That is only 3 times what you pay on Greece. 

My reason is not just that the California economy is many score, 
or at least 20 times, that of Greece — at least many times that of 
Greece. The debt in California is considerably less. But also, as a 
matter of law, if California doesn’t pay, courts will step in and di- 
vert revenue streams of California to pay the bondholders. 

In contrast, when a sovereign, a true soverei^, goes bankrupt, 
an independent country, they can simply disclaim their debt, de- 
clare it void, and there is — 100 years ago, we would send in the 
Marines to Haiti and collect their revenue and give it to the credi- 
tors. But since those days, it seems to be in the interest, the short- 
term interest of Greece, at least, to repudiate its debt. They make 
$300 billion in one day. 

So why is the cost of insuring Greek debt, where the Greeks can 
make over $100,000 per family of 4 in 1 day with no court able to 
enforce the debt — why is that in the same ballpark, even, as the 
cost of insuring California debt, where if California doesn’t pay, a 
court comes in, takes our income tax and sales tax revenue, and 
makes sure that large chunks of it go to the debt holders? I am 
looking for — Mr. Pickel, do you have an answer? 

Mr. Pickel. Yes. I will try to respond to that. 

You are right that repudiation is certainly an option for a sov- 
ereign, and that would trigger the settlement of the credit default 
swaps. That is an event that would trigger for Greece or a country. 

Mr. Sherman. And what would Greece lose if it renounced its 
debt? We see what it gains. It gains $300 billion. It loses the ability 
to borrow. 

Mr. Pickel. Right. 

Mr. Sherman. But on a cash flow basis, if your debt service ex- 
ceeds your borrowing — first of all, I don’t know anybody other than 
the IMF and the European Union who is going to loan any money 
to Greece. 

Mr. Pickel. Right. 

Mr. Sherman. But even if they could, they are going to borrow 
less than their debt service. So why isn’t Greece defaulting? It is 
a $300 billion payday. 

Mr. Pickel. I will maybe defer to some of the economists on the 
panel. But I think that there is that reputational issue of being 
able at some time in the future ever to get back into the capital 
markets to borrow in the future. So that is certainly a concern. 

Mr. Sherman. Let me turn to one of the economists quickly. If 
Greece honors its debt, nobody is going to want to lend them 
money for 2 or 3 years anyway. And if they dishonor their debt, 
in a decade, people will be loaning them money again. So, Mr. 
Duffie, why don’t they just renounce? 

Mr. Duffie. I think there is — 

Mrs. Maloney. The gentleman’s time is up. 

Mr. Sherman. I will ask you to answer the question, please. 
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Mrs. Maloney. Answer the question. 

Mr. Duffie. I think there is a significant prohahility that Greece 
will default on its debt for exactly the reasons that you suggested, 
although, as Mr. Pickel suggested, it is costly to do that because 
in the future, Greece may need to borrow again. 

Mrs. Maloney. Thank you. Mr. Neugebauer? 

Mr. Neugebauer. Thank you. Madam Chairwoman. 

I would like to kind of continue down that same line of the dis- 
cussion because — and I think it was Mr. Johnson who said that the 
whole European Union is somewhat in a fragile position right now. 
And I referred to it yesterday as kind of a house of cards, and that 
two or three of these cards fall and it puts an extreme amount of 
pressure on the E.U. 

Probably the United States is the beneficiary of that right now 
because people are — that is probably what is giving the Treasury 
Secretary the ability to keep borrowing money and dollars to sup- 
port these huge deficits. 

But I think the question I have for the panel is if this begins to 
happen in Europe and we have some defaults — Japan is not in just 
the best of shape itself A lot of people don’t — that is not on their 
radar scope. The Chinese have said on a number of occasions that 
they are kind of like my banker back home. They are getting a lit- 
tle nervous. 

So what is the implication of us continuing these deficits, and 
then we have some fairly major defaults, or potential defaults, in 
the E.U., and what does that do to the United States? I would get 
concerned at some point in time here we are going to have an auc- 
tion or two fail here just because, one, there may not be enough 
money in the economy to sustain all of these credit needs; but sec- 
ondly, just the nervousness of when countries start to default, what 
that does — how people are looking at our debt as well. 

So Mr. Johnson, do you want to start? And just go down the — 

Mr. Johnson. I think currency and international investing is al- 
ways the business of assessing the lesser of relative evils. And at 
this point, the acute anxiety and the new information that pertains 
to Europe is actually encouraging funds to so-called flight to qual- 
ity to the United States. 

The dollar is likely to strengthen. Given our trade deficit, the im- 
port-competing industries and export industries will receive a nega- 
tive incentive in terms of the expansion they would like to under- 
take. 

In the longer term, I think you point to a heightened anxiety 
about sovereign debt and what we might call a renewed scrutiny 
or skepticism, and people will be very concerned about our debt dy- 
namics, though as a snapshot at the moment, I think the first ef- 
fect, the lesser of evils, is the dominant influence. In the medium 
term, it may make it more difficult to sustain deficit spending. 

Mr. Neugebauer. Thank you. Mr. Pickel? 

Mr. Pickel. Yes. I think there are those two effects that Mr. 
Johnson refers to, the “beneficial one” of a flight to quality and 
lower rates on U.S. debt and a stronger dollar. But that, of course, 
has implications for the economy longer term competing against a 
weaker Europe. 

Mr. Neugebauer. Mr. Duffie? 
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Mr. Duffie. The United States depends heavily on the ability to 
export to these countries. And even though there is a flight to qual- 
ity effect that temporarily benefits our currency and our bond mar- 
kets, and even though our bonds are very, very, very strong and 
the United States has, despite its heavy debt load, extremely large 
abilities to borrow more, it can’t help the United States to have our 
neighbor countries in Europe and Japan become economically 
weaker or even default. That is definitely bad for us. 

Mr. Sanders. One thing we haven’t discussed so far is that 
Greece may default. But they also may become a zombie state, in 
which they have the IMF and other countries loaning them money 
just to perpetuate them. They will have no incentive to actually cut 
spending. They will just exist on the dole from the international 
market. 

The problem is that we can probably do that for one country. But 
then as they all start to fall, it is going to get incredibly more ex- 
pensive around the globe to keep propping up zombie states. Japan 
already is in that state. Their banks are — our top banks are almost 
zombie banks at this point. 

We have a lot of problems because we are not letting anyone go 
to bankruptcy, whether it is on a corporate level. Even countries 
can actually find out they have — I wouldn’t call it extortion rights, 
but they can threaten to collapse the market and get more IMF 
money or more money and not ever do anything. So it is an out- 
come that might occur. 

Mr. Mason. I would like to add — just make a separation between 
fundamentals and contagion here. There is not a lot of evidence for 
pure contagion in economics, where just I happen to fail, but I have 
no linkages with Mr. Sanders here, but because I fail, he fails. 
There are linkages there. 

Now, economics is amoral, and markets are amoral, and they will 
root out those linkages. And that is one of the social benefits of sec- 
ondary market trading. Primary market trading is about allocating 
capital. Secondary market trading is about rooting out inefficien- 
cies, and secondary market traders will find those inefficiencies. 

Countries that default will resume. Resumption is costly. The 
only country that hasn’t resumed in anything near modern history 
that wasn’t invaded was the Soviet Union, which still has — that is, 
not the Soviet Union, pre-Soviet Russia, I am sorry — which still 
has debt outstanding that trades at a half a cent on the dollar or 
so. But it does trade. 

But really, the more important aspect that we have to deal with, 
not only with the U.S. sovereign situation but also with financial 
reform and consumer policy, is we have made a concerted effort to 
centralize losses from this credit crisis, from this bubble in real es- 
tate — which was a bubble, and it is not coming back, we don’t want 
it back — and we have made a conscious decision to centralize those 
losses up to the sovereign entity. 

And this kind of gets to where we started out today talking about 
CDS markets. Sovereign CDS markets are especially concentrated, 
and that concentration creates the systemic risk, the biggest risk 
out there. 
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So Greece has a lot of losses concentrated in its sovereign debt, 
particularly, mind you, through its overly generous pension alloca- 
tions, which are far too — just far too — 

Mrs. Maloney. Would the gentleman sum up? The time has ex- 
pired. 

Mr. Mason. The point is, the GAO in 2006 already suggested a 
significant number of U.S. pensions are underfunded. Markets lost 
40 percent since then, or more. We know the United States is in 
a similar situation. Let’s see the linkages for what they are. 

Mrs. Maloney. Congressman Lynch? 

Mr. Lynch. Thank you. Madam Chairwoman, and I want to 
thank the witnesses. This has been very helpful. 

Now, Mr. Johnson, I appreciate your statement that in the Greek 
cases, credit default swaps is probably just a smaller portion of the 
problem, and that Wall Street didn’t create their crisis. However, 
in some ways I think we may have — ^Wall Street may have exacer- 
bated it. 

But now I am wondering about not just the credit default swaps 
that Goldman and others might have sold to the Greek govern- 
ment. I am also worried about what they sold to Spain, what they 
sold to Portugal, what they sold to Ireland, because as others have 
pointed out, the E.U. as a group is our largest trading partner. And 
if we start seeing defaults here, that will have a tremendous im- 
pact on our economy from an import/export standpoint. 

And also, we sort of talk like the IMF, like they have their own 
money. But we are a major contributor to the IMF. So that is — the 
IMF is us, is the American taxpayer as well. 

And I guess one of the most troubling aspects of the credit de- 
fault swap practice in Europe, and even with our own municipali- 
ties and pension funds, is the concealment aspect of this, and that 
these deals, off balance sheet, allowed Greece to conceal debt that 
was there. It allowed them to conceal the fact that certain major 
aspects in their country were encumbered. 

Airports: They actually pledged future revenues from their air- 
port to cover the collateral on the debt to Goldman. And also, they 
pledged — they have a national lottery. They took their lottery pro- 
ceeds from the next 10 or 12 years, or 20 years, and pledged that 
as well. But an innocent person coming in would not know about 
that. It was all hidden. 

And let me get to my question. Is there not a greater obligation 
here, when this is sovereign debt or when you are dealing with a 
municipality, where behind that deal stands the full faith and cred- 
it of the taxpayer? We are picking up the tab, just like a lot of this 
debt in Greece — all of it, all the sovereign debt — is really being put 
on the taxpayer. But they are completely ignorant of what is going 
on here. 

It is the same with the debt associated with the pension funds 
and municipalities. Those pensioners, those current and future re- 
tirees, are completely ignorant of what is going on here. And the 
same thing with deals entered into by municipalities. These are 
being made without the knowledge of the townspeople, the resi- 
dents, the taxpayers, who are standing behind these deals. 

I just wonder, is there not an obligation for us, when parties 
enter into these deals and the taxpayer is behind them, should we 
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not require the parties, the people who assemble the credit default 
swaps, the people who market them, the people who trade them, 
to all — and the people who underwrite them — to all assume a fidu- 
ciary responsibility to the people who are standing behind that 
debt? 

It just seems that at least in the public dimension, it is some- 
thing we should require. We could talk about private parties later 
on. But I think there is a special exposure here that we haven’t 
really acknowledged. 

And I just wonder, should we require a greater obligation, this 
fiduciary duty, for these parties that are dealing with public debt? 
Mr. Johnson? 

Mr. Johnson. You raise a whole series of issues. One thing I 
want to clarify is, I don’t think it was the credit default swap that 
created the deception about Greece’s indebtedness or deficit which 
allowed them to get into the European Union. But it was a deriva- 
tive transaction — 

Mr. Lynch. Right. It was a currency — they fashioned it as a loan, 
so it went off balance sheet. But it was a structure — 

Mr. Johnson. I just want to clarify that because we are talking 
about CDS today along with this problem. 

Mr. Lynch. Right. 

Mr. Johnson. But it was a different dimension. I believe every 
aspect of the capital market, whether it is municipal, sovereign, or 
corporate depends upon accounting standards and disclosure stand- 
ards so that we can properly value things. And in every dimension 
of that process, more integrity, more transparency, is imperative. 

I alluded in my testimony that when you are talking about the 
needs of communities, when you are talking about basic services in 
life, which sometimes are financed by municipalities or State or 
Federal Government, it is very important to have those things, that 
integrity, in place. 

One thing that concerns me a great deal now, as I am listening 
today, I can see coming over the horizon a tremendous concern 
about our Federal finances. 

And I am concerned in the current legislation on derivatives 
about so-called end-user exemptions because when I have infor- 
mally polled CFOs about why they are so attracted to playing in 
these OTC dark markets, some of what I pick up — I am not saying 
I have a smoking gun — is their earnings management and their 
ability to manage tax liabilities, not unlike the Greek government 
did with Goldman Sachs, is a risk in terms of the revenue-based 
tax collection and the future of our national finances. 

Mr. Lynch. I agree. 

Mr. PiCKEL. Mr. Lynch, if I could just comment on the fiduciary 
duty, these transactions — and I mention this in my remarks — are 
bilateral transactions. So if I am dealing with a government entity 
and I am paying them fixed, they are paying me floating, say, on 
an interest rate swap, we are in those transactions are principals. 
I am acting as a principal on the swap. They are acting as their 
principal on the swap. 

They may be well-advised to get some advice as to whether that 
is a good transaction for them. But in that particular transaction, 
it is two parties interacting and making their own decisions as to 
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whether the transaction makes sense or not. That is the funda- 
mental nature of these transactions. 

There is a role for advice, and an advisor would have a fiduciary 
capacity. But in that particular transaction, it is I buy, you sell. I 
go long, you go short. I pay fixed, you pay floating. 

Mr. Lynch. Thank you. Thank you. Madam Chairwoman. 

Mrs. Maloney. Mr. Manzullo? 

Mr. Manzullo. Thank you. Madam Chairwoman. 

I am sorry I came late. I have read through a good part of the 
testimony. One of the uses of derivatives in the credit default 
swaps occurs when a giant U.S. manufacturer such as John 
Deere — and their VP for finance testified here several months 
ago — that in exporting to a market, they will get involved in the 
CDS for the purpose of protecting the price of their machinery 
when it is sold. 

Could somebody comment on that? First of all, do you agree with 
me on that? 

Mr. Duffie. I will address that. 

Mr. Manzullo. Thank you. 

Mr. Duffie. Yes, Mr. Manzullo. That is one of the primary uses 
of derivatives, for a corporation such as John Deere to lay off risks, 
such as currency risks or interest rate risks or commodity risks. 
They are very useful for that purpose. 

Mr. Manzullo. Could you walk us through? The reason I ask 
that is I spend most of my time on manufacturing, and I am from 
northern Illinois so it is a heavy industrial area. Most people in the 
country really do not understand the connection between manufac- 
turers who export and the credit default swaps. 

Could you walk us through a transaction of, say, John Deere sell- 
ing a giant piece of equipment to Greece? How would they do to 
protect their price? 

Mr. Duffie. Okay. So in this case, John Deere would be receiv- 
ing Euros in return for its tractors. But it might not get them until 
next — the Euros might not come until next year. 

So, being concerned about that, John Deere might enter, for ex- 
ample, with Morgan Stanley or Credit Suisse, an over-the-counter 
derivative security by which it would effectively sell the Euros now 
to that bank when they arrive next year at a price to be agreed 
now so that it wouldn’t suffer the risk that those Euros would de- 
cline in value in the meantime. 

Mr. Manzullo. Why would they not get payment until next 
year? 

Mr. Duffie. For example, they may have just signed a contract 
to deliver 1,000 tractors in return for 10 million Euros next year. 

Mr. Manzullo. Next year would be the date of the delivery? 

Mr. Duffie. Correct. 

Mr. Manzullo. Okay. Mr. Pickel? 

Mr. Pickel. I was just going to add, from a credit default swap 
perspective, John Deere may have sold to, say, a Greek company 
those thousand tractors, and they may be concerned about the 
creditworthiness of that company a year down the road. 

If it existed, if there was a credit default swap on that company, 
the most efficient way for them to hedge that credit exposure that 
they have would be to buy protection on that name. 
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But very likely — and I am not sure there are many Greek compa- 
nies that you can buy protection on, so they might actually buy 
protection on Greek sovereign debt as a proxy for the fact that if 
there is a problem in Greece, it is going to affect the ability of that 
company to pay on that obligation, and therefore it is a proxy for 
that exposure that they have. 

Mr. Manzullo. Does anybody there have an idea as to the per- 
centage of CDS that would be reflected by the manufacturers en- 
gaging in that activity? One percent, 10 percent of the total value? 
Anything? 

Mr. PiCKEL. It is a relatively small amount at this point. 

Mr. Manzullo. A small amount? 

Mr. PiCKEL. One percent is probably close. It certainly wouldn’t 
be any more than 5 percent, I think. The CDS is largely, in the fi- 
nancial world, in terms of dealer kind of parties, hedge funds, asset 
managers, and others. 

Mr. Manzullo. Private companies. So what could John Deere 
do? The OPIC, Overseas Private Investment Corporation, I don’t 
think guarantees against a currency collapse. It would by a seizure 
by coup or something like that. What would John Deere do in the — 
if they couldn’t guarantee that they would get payment, if they 
couldn’t use a derivative? 

Mr. Duffie. They would have to take the risk. They would ex- 
pose their shareholders to that risk. And the shareholders might 
themselves try to hedge it, but it would not be as efficient as hav- 
ing John Deere hedge it. 

Mr. Manzullo. We had a company back home, now out of busi- 
ness, that sold paper machines, paper-making machines to Indo- 
nesia several years ago. And their economy collapsed, and the 
American company went bankrupt. 

What would the proposed restrictions on derivatives — how would 
that impact a company such as John Deere? 

Mr. Duffie. I will take that briefly. Some of the proposed restric- 
tions are to allow hedging but to eliminate speculation. The unfor- 
tunate issue is that if John Deere were to look for a hedging oppor- 
tunity, most likely it would be provided by a speculator who would 
be willing to take that risk. So by eliminating speculation, you ac- 
tually make it much harder to hedge. 

Mr. Manzullo. Anybody else? 

Mr. Johnson. I think the — I would guess that all of us on the 
panel believe that there is a very important use for derivatives in 
this insurance-like feature, where the currencies, interest rates, 
and the full spectrum of market possibilities should be offered to 
someone like John Deere. 

The question is more in what context should the market-making 
systems — how do you say — be set or structured because they do 
have collateral influences on the integrity of the financial system, 
propagation of financial disturbances, and impact on the taxpayer 
to the extent that the — 

Mrs. Maloney. The gentleman’s time has expired. If you would 
wind up, Mr. Johnson. Are you — the gentleman’s time is expired. 

Mr. Perlmutter? Mr. Foster? 

Mr. Foster. Thank you, and I would like to thank the witnesses 
for their excellent testimony. And I share their conclusions that the 
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CDS on Greek debts, amounting to less than 2 percent of their out- 
standing debt, cannot be a major contributor to Greece’s woes. 

I also share with my colleagues on the right their sincere regret 
that we did not leave in place the fiscally responsible policies prior 
to the Bush Administration which, as we all know, would have paid 
down the debt essentially to zero at this point had we left them in 
place. 

I am happy also to see them embrace the concept that we cannot 
grow out way out of this since this was, after all, the philosophy 
that they used to justify the fiscally irresponsible policies that got 
us into this mess. Perhaps, given the $17.5 trillion of household net 
worth destroyed in the last 18 months of the previous Administra- 
tion, they believe that we can shrink our way out of this crisis. But 
I digress. 

What I would like to raise is the limits to the concept of an in- 
surable interest, as we have chosen not to apply it to derivatives 
markets. As you all know, we do not allow people to take out fire 
insurance on their neighbor’s house, at least in part because that 
provides an incentive to firebomb their neighbor’s house. And we 
have chosen not to apply that principle to derivatives markets. 

And so my question: Do you see any role at all for the principle 
of insurable interest in the derivatives markets? And I will open 
up to anyone that — 

Mr. PiCKEL. I think I will start off there. As I highlighted in my 
testimony, there are a lot of different risks or reasons for entering 
into credit default swaps beyond that actually holding the under- 
lying bond at a loan. Sellers of protection may in turn want to 
hedge their exposure. You may have investors who have exposure 
to that particular country in the sovereign situation. 

So I think the notion of what is an interest that might be insur- 
able is a very broad concept. And certainly if you were to go down 
that path, you would have to recognize the diversity of those inter- 
ests. 

I think, as Mr. Duffie said, there is a role for speculators here. 
It provides liquidity to the market so that when somebody does 
need to hedge, they know that they have a deep, liquid market that 
they can turn to. I think those are some of the principal reasons 
for that. 

I think it is also important to keep in mind that in a derivative 
situation, the exposures are mark-to-market. So if I have bought 
protection at a low price because the perception was that the cred- 
it — the reference entity was creditworthy, and they go down in 
their credit rating, I am going to see the price increase. 

I will be in the money as the buyer of that protection. You will 
be out of the money as the seller of that protection. And we will 
typically exchange collateral — footnote: AIG didn’t do that; that 
was one of the big problems — ^but in most of the situations, there 
would be collateral moving back and forth to protect that exposure. 

And if either party defaulted, whether that is the buyer of protec- 
tion or the seller of protection, they would have to make the other 
party whole for that fluctuation, unlike in insurance, where if I 
don’t pay my premium, I just can’t get the protection when I need 
it. 
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Mr. Duffie. Could I add to that? Ironically, there is a reverse 
concern on my part. If I, for example, were to lend money to Mr. 
Sanders and was responsible for making sure that he pays me 
back, I would need to monitor him and take care that he is going 
to pay me back. 

If I were to turn to Mr. Johnson and buy protection from him on 
this loan so that I was no longer concerned about Mr. Sanders pay- 
ing me back, there is a moral hazard. First, I won’t be doing my 
job properly in monitoring Mr. Sanders’ ability to pay me back. 
And secondly, poor Mr. Johnson is going to be bearing the risk that 
I won’t be doing my job. 

So it can be the case that exactly when I have an insurable inter- 
est, that the use of credit default swaps can lead to a problem. Dis- 
closure is the way to deal with that problem. It should be disclosed 
to Mr. Johnson that I do have a loan to Mr. Sanders. 

Mr. Mason. And I would like to follow up that the 2009 Fitch 
Global Derivatives Survey produced results that suggested most 
market participants are really not concerned with that type of mis- 
use. It seems to be overblown outside the financial world. 

I think the key is observability. And I think this gets back to an 
earlier issue of fiduciary responsibility. I think the appropriate fi- 
duciary responsibility is to make sure that enough information is 
reported so that good decisions can be made. 

Consider, maybe, I am a leader of a country. I am arming my 
army, getting ready to invade next door. And I want to take out 
a lot of CDS coverage on that, just like firebombing my neighbor’s 
house. In the case of insurable interests in the standard kind of life 
insurance or fire insurance example, that would not be known to 
the outside world. That would not be known to the other side that 
is providing the contract that I am aggregating this coverage. 

In the credit derivatives market that we envision developing and 
that is developing, we have significant reporting such that the in- 
formation is available to the other side that has to provide the in- 
surance on the contract. Once we see an aggregation of exposure, 
that risk can be priced in even if we don’t know specifically what 
risk is there. 

Mr. Sanders. Mr. Foster — 

Mrs. Maloney. The gentleman’s time has expired. 

Mr. Perlmutter, and we have been called for two votes, gentle- 
men, so we will have to adjourn in a moment. 

Mr. Perlmutter. Do you want me to go ahead? 

Mrs. Maloney. Yes. Go ahead. 

Mr. Perlmutter. Somebody was going to finish the answer. So 
please, go ahead and finish. 

Mr. Sanders. Oh, well, thank you very much. I was just going 
to remark to Mr. Foster, I hear your point about the firebombing. 
I have been asked that numerous times. Bear in mind those are 
felonies and — 

Mr. Foster. As is market manipulation. 

Mr. Sanders. Wait a minute — but again, that is one of the pur- 
poses of regulation, is to prevent felony-type transactions and to 
monitor and to look for those things, not necessarily to tie it up in 
knots. But that would be covered by proper regulation if it was oc- 
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curring in financial markets. But we don’t really have any evidence 
that it happened with Greece. 

Mr. Perlmutter. My question — and I appreciate the gentlemen 
from Illinois, Mr. Manzullo and Mr. Foster, sort of zeroing in on 
something — ^but mine is so much more basic, and it applies to a re- 
sponse. 

What is the difference between hedging and speculating? 

Mr. Duefie. Hedging means you are getting rid of risk. Specu- 
lating means you are taking on risk in order to make a profit. 

Mr. Perlmutter. But you have to have — it is like you were say- 
ing, somebody is going long, somebody is going short; somebody is 
buying, somebody is selling. If you are going to hedge, you have to 
speculate. Right? 

Mr. Duefie. In some cases, you can get lucky and the person who 
is hedging can find someone else who needs the hedge in the other 
direction. But that is somewhat unusual. 

Mr. Perlmutter. One of you mentioned you might want to 
hedge against the Greek company from going broke next year, as 
opposed to hedging against some currency. But you are hedging 
against the Greek company going broke. I am not sure which one 
of you — 

Mr. PiCKEL. I think that was me, yes. 

Mr. Perlmutter. And so in hedging against the Greek company 
going broke, John Deere goes and finds somebody who says, okay. 
We are going to do our due diligence, and we think this company 
is an upstanding company, and the chances are slim that it is 
going to go broke. Sure. We will provide you some insurance. Is 
that how that works? 

Mr. PiCKEL. Yes. They would go typically to a dealer, one of the 
large banks, and ask them to sell protection to John Deere to hedge 
that exposure. 

Mr. Perlmutter. But, the bank supposedly does some due dili- 
gence, I would assume — 

Mr. PiCKEL. Yes. 

Mr. Perlmutter. — to figure out how much insurance they are 
going to provide and at what cost. 

Mr. PiCKEL. Yes. The bank, if it is a global bank, may have rela- 
tionships with that company in Greece. They may have exposure 
to Greece. So they are monitoring credit generally. 

Mr. Perlmutter. Let’s narrow it down even further. I am just 
trying to figure out how far the insurance extends. Let’s say you 
are worried about the head of the company. He really is the guy 
who runs the show. Am I, in effect, buying — I am John Deere. I am 
worried about my distributor in Greece. Am I buying key man in- 
surance on him? Can I go to Bank of America and buy insurance 
on the guy who is the head of the company? He might die next 
year? 

Mr. PiCKEL. No. I don’t think that would be permissible. And I 
don’t know what the insurance laws would be as to whether you 
would have a sufficient insurable interest in the CEO of major cus- 
tomer to purchase insurance on that person. 

Mr. Johnson. Usually, that kind of key man clause is in a bilat- 
eral contract you make with the company, so if the CEO departs, 
the contract has to be adjusted or voided. 
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Mr. Perlmutter. When we start getting into this subject of de- 
rivatives and swaps, and who is covering whom and why, and what 
the risk is, and who is analyzing the risk, so long as there is some- 
body posting some margin or keeping some reserve someplace that 
I can find, or that every so often you see if the insurance is still 
good, then I am less concerned about it. 

The AIG situation kept posting insurance, insurance, insurance, 
insurance, but never could cover. How do I find out if Bank of 
America has enough — what should I be looking for to make sure 
that the swap can be covered? 

Mr. PiCKEL. I think in these markets, in the OTC markets, it is 
collateral that is the significant portion. For the more liquid prod- 
ucts, the more standardized products, clearing could provide a sig- 
nificant risk reduction. But in a situation like the AIG trans- 
actions, those were not capable of being cleared, weren’t then and 
aren’t now because of the customized nature of them. 

But there it is even more important to have collateral so that as 
the exposure, the mark-to-market exposure, fluctuates, collateral is 
moving back and forth. And keep in mind, it could move from the 
buyer of protection to the seller of protection, or the seller to the 
buyer, depending on where that price — where that contract was 
struck, what the price was, and what the current market price is. 

Mr. Johnson. There is a dimension to this that is fascinating 
that you raise, which is when you buy insurance from one company 
on the other company, you are getting rid of counterparty risk vis- 
a-vis the company you bought insurance on, and you are incurring 
it from the provider of insurance. So you do have to understand the 
financial integrity of the insurance provider in order to weigh the 
balance of those two risks. 

Mrs. Maloney. Congressman Himes? 

Mr. Himes. Thank you. Madam Chairwoman, and thank you to 
the witnesses for your excellent presentation today. I have a couple 
of questions. 

First, you have spoken — basically sung from the same hymnbook 
with respect to whether, in fact, CDS contributed to Greece. Hypo- 
thetical, though. 

What about — and this I offer to anybody, and just ask that it be 
answered quickly — what about situations that we saw, for example, 
in the subprime market, where you had CDS activity that in many 
instances was multiples of the value of the underlying asset? 
Would you encourage us to think differently in that situation than 
you have encouraged us to think with respect to this case? 

Mr. PiCKEL. I think the situation of multiples was typically the 
gross notional, which is the total amount of protection. What I 
think is relevant and I think what the chart here highlights is the 
net notional. 

So in an active market, you have a lot of buyers and sellers, and 
overall, that market will reflect either a net short position or a net 
long position. And it is that — really, it is that number that should 
be focused on. 

So I think if you focus in the subprime market or if you focus 
in the corporate market on net notional versus debt outstanding, 
you don’t see those multiples to the same extent. 
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Mr. Mason. I think it is really important in regulation, especially 
in reg reform, to get to principles of regulation. And principles of 
regulation, especially for systemic risk, have to follow kind of prin- 
ciples of crowd control. You can’t have regulators everywhere to 
monitor everything. 

So you need to look for either non-fundamental movements or ag- 
gregations that would suggest there is something going on here. 
Securitization RMBS was one of the fastest-growing sectors in fi- 
nancial services. As a result, you might want to look there for 
something going on, including CDS and related technologies. 

Similarly, with regard to infrastructure and other kinds of off- 
balance-sheet funding, if you look at hedge fund activities and you 
really talk to hedge fund investors, you find they have been in- 
volved in infrastructure deals for a while now. Why? Because it is 
a great way to provide secured funding to these undercapitalized 
countries, but avoid the country premium because you have the 
capital as long as, of course, property rights hold up. 

So if you do follow financial markets, they are telling you the in- 
formation that you need. But again, you can’t be averse to the sig- 
nals that you find because you may find things you don’t like. 

Mr. Himes. Thank you. I have a question for Professor Sanders. 
Professor Sanders, you in your testimony drew an analogy between 
the GSE debt and the Greek surprise. You say our own sovereign 
debt has a Greek surprise component to it. This is something we 
hear talked a lot about lately, and I want to explore this a little 
bit. 

The situation in Greece — correct me if I am wrong here — this 
Greek surprise came because, in fact, financial markets didn’t un- 
derstand the esoteric, technical, untransparent characteristic of 
some debt mechanisms that they had employed. Is that correct? 

Mr. Sanders. Actually, I would state it a little differently. I 
would state it that Greece, like many other countries, used heavy 
off balance sheet and didn’t bring anything on balance sheet. That 
is why we couldn’t observe — 

Mr. Himes. Right. But airport deals and foreign currency swaps 
designed to look like debt, this stuff was pretty untransparent. 

My question is this: Markets don’t like surprises; I get that. Is 
there any uncertainty or lack of transparency with respect to the 
amount, the tenor, or the characteristics of GSE debt right now in 
the minds of the market players who focus on this stuff? 

Mr. Sanders. First of all, once again, Greece could have solved 
the problem by bringing everything on balance sheet and making 
it transparent. But in terms of the GSEs, the answer is yes. We 
have absolutely no idea in the near future whether housing prices 
could take a big second dip and Freddie and Fannie are on the 
hook for billions and billions more. We just don’t know. So — 

Mr. Himes. But there are — we don’t know that about any secu- 
rity. We do have some sense, based on market values, what the 
value — some sense, with some uncertainty around it, what the 
market values are of the debt that the U.S. Government has effec- 
tively guaranteed. Okay. 

So were we to all of a sudden move the GSE debt on balance 
sheet, there would be no incremental new information to the mar- 
ket. So my question to you is, if we took that step — which may or 
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may not be a good idea; I haven’t thought a lot about it — but would 
you expect, if we simply took the step of moving that information 
onto the Federal budget, would you expect any change in the rate 
at which the United States Government funds? Would you expect 
any change in the willingness of the creditors of the United States 
Government to fund as a result, all other things being equal, of 
that accounting change? 

Mr. Sanders. Yes, sir, I do. 

Mr. Himes. Why? 

Mr. Sanders. And the reason for that is the same thing Sec- 
retary Geithner said at the last hearing I was at with him. Ambi- 
guity is a very dangerous thing. The more ambiguous it is whether 
the government is going to bail out Fannie and Freddie or not — 
right now they said, it is not sovereign debt, but we are going to 
guarantee it. 

But remember, go back years, Fannie and Freddie were denying 
they even had an implicit guarantee. And suddenly they said, oh, 
well, we do have an implicit guarantee. 

Mr. Himes. But now those guarantees — those guarantees are 
very explicit now, are they not? 

Mr. Sanders. Then why not bring them on balance sheet? 

Mr. Himes. Right, right, right. But my point is that the market 
understands that debt is fully guaranteed by the U.S. Government, 
for all practical purposes is, in fact, U.S. Government debt. So what 
I hear you arguing is that the simple accounting change of moving 
it on budget would somehow impact the market. That just confuses 
me. 

Mr. Sanders. Let me rephrase it to help out. I apologize if I 
wasn’t clear. It still is ambiguous if it is off balance sheet. The 
market is never going to be convinced. How do we know that in 2 
years, the Obama Administration or Treasury will not come back 
and say, “No, we have changed our mind. We are not going to guar- 
antee this.” 

We don’t know that. In fact, they have not made any permanent 
commitment to a bailout of Fannie and Freddie. So that is ambi- 
guity. Once you bring it on balance sheet, mystery solved. We are 
on the hook for it. That is what I mean. 

Mr. Himes. I get it. Okay. I think I understand the distinction. 
So you are saying if we just, in a sense, permanently guaranteed 
it, which you are saying would be the effect of moving it onto the 
balance sheet, that would remove the ambiguity. Yes. I think I am 
out of time, but if the chairwoman would — 

Mrs. Maloney. Absolutely. This is an important point. Mr. 
Duffie, if you want to add to it? 

Mr. Duffie. I just wanted to suggest that one could actually 
quantify the effect that you are describing. Right now, the United 
States Government, at the Treasury, borrows at a lower interest 
rate than do Fannie and Freddie. 

If, in the event that the Fannie and Freddie debt were explicitly 
guaranteed by the government, the cost to the government of bor- 
rowing would rise to the blended average interest rate of the Treas- 
ury and the agencies, which would be a higher number, that is, our 
borrowing costs would go up. 
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Mr. Himes. Are you sure that would happen, though? Because, 
then you would do away with the ambiguity. Right? That would be- 
come sovereign debt. And you are sure that it would rise to the 
blended rate rather than removing the ambiguity and therefore re- 
ducing the GSE debt to the U.S. rate? 

Mr. Duffie. It is not a guarantee. But the United States indebt- 
edness would rise as a result of the explicit guarantee. We know 
that because the agencies are borrowing at a higher interest rate. 
So it wouldn’t necessarily rise all the way to the current blended 
average, but it would rise somewhat. 

Mr. Himes. Great. Thank you. I know I am out of time. 

Mr. Garrett. And through the Chair, since I think this is a 
great point that the gentleman just raised, the fact that — I think 
you made an interesting point. The fact that there is a difference 
right now in the borrowing rate between the Federal Government 
and the GSEs tells me that as far as the markets are concerned, 
they are still — probably had tuned into this hearing back when 
Chairman Bernanke was here, and he says he can’t tell us whether 
they are sovereign debt or not. And they probably tuned into the 
other hearing when Secretary Geithner says that is an accounting 
decision; he really couldn’t tell us, either. 

So there must be that ambiguity out there. Otherwise — correct 
me if I am wrong — if there was no ambiguity at all, if the market 
said, GSEs, you are just like the Federal Government because it is 
all guaranteed until 2012, then the rates should be exactly the 
same. Right? 

Mr. Duffie. Correct. 

Mr. Garrett. Okay. And also — one last question — and also, be- 
cause the Secretary only has this authority until 2012, right, this 
unlimited authority, that is the other reason why we have ambi- 
guity. Mr. Johnson, it sounds like you wanted to — 

Mrs. Maloney. The gentleman’s time has expired. We have been 
called for a vote, so I would like to ask a question and get a yes 
or no answer. And you could write — get more questions in general. 

Earlier, Mr. Johnson, you said that if AIG had cleared through 
a clearinghouse, it would not have removed the systemic risk or the 
challenge of that particular situation. In your opinion, is just hav- 
ing derivatives clear through a clearinghouse enough to remove 
systemic risk? Yes or no, would you say? 

Mr. Johnson. No. 

Mrs. Maloney. No? Mr. Pickel? 

Mr. Pickel. I would say no. It goes a long way, but — 

Mrs. Maloney. Okay. It is a big part of our reform. That is why 
I am interested. 

Mr. Duffie? 

Mr. Duffie. It is a very good move, but it doesn’t do it on its 
own. 

Mrs. Maloney. Mr. Sanders? 

Mr. Sanders. I agree. Plus, they will find another way to do it. 

Mrs. Maloney. Mr. Mason? 

Mr. Mason. I agree. No. 

Mrs. Maloney. No? Okay. Now, if that is not going to remove 
systemic risk, how will we deal with the risk of the clearinghouse 
itself? Mr. Johnson, and go down the line. 
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Mr. Johnson. Very quickly, the question of clearinghouse, its 
capitalization, its collateral, and its integrity is very important. 
And one of the dangers is if you have multiple clearinghouses, 
there can be a competition in reducing margin, and it can create 
a systemic risk. So we have to be very careful about who defines 
and maintains the thresholds of capitalization at the clearing- 
houses. 

Mrs. Maloney. That is a very important point, and we will have 
a series of questions to all of you to respond in writing. Treasury 
is at the Senate today, and they likewise said they would respond 
in writing to any questions. 

There was a lot of — 

Mr. Himes. Would the chairwoman yield for just a second? 

Mrs. Maloney. Yes. 

Mr. Himes. Sorry, just one follow-up question, because I am very 
interested in this point. 

Quick question: If we, in fact, took the recommendation of some 
that we brought the GSE debt on balance sheet, is there agree- 
ment — ^because I sensed agreement — that would cause an uptick in 
the cost of financing of the United States Government? Does any- 
body think the answer is no? 

[No response.] 

Mr. Himes. So everybody thinks the answer is yes. If we move 
this on balance sheet, the interest paid by the U.S. Government 
would rise. Correct? 

Mr. Johnson. I don’t necessarily agree with that. I don’t think 
it would — it would cause a downtick in GSE financing, but — how 
would I say — what we are really talking about is the duration of 
guarantees. There is a guarantee through 2012. If you extend the 
duration of the guarantee, there probably is some minuscule sense 
in which — 

Mrs. Maloney. I would ask the gentleman to respond to the gen- 
tleman’s question in writing, and I invite all my colleagues to. 

I would like to ask, what are the worries you have about manipu- 
lation? There have been allegations about manipulation in Greece 
and in the American economy, in the sovereign markets and in city 
governments and State governments. Is there a concern about ma- 
nipulation? 

Mr. Garrett. Will the panel be submitting this in writing, too, 
or are we going to a second round at this point? 

Mrs. Maloney. My time has expired. Okay. 

Mr. Garrett. It expired a couple of minutes ago. 

Mrs. Maloney. All right. Then submit it in writing. And the gen- 
tleman is recognized for 5 minutes. We have 15 minutes to get to 
the Floor. Okay? You have questions? 

Mr. Garrett. Then, we will just — I thought we were through the 
second round. Just clarification, then, on the differentiation on the 
interest rates that you were going to. Does anyone else want to 
speak on that as far as putting it online or not, differentiation? No? 

Mr. Sanders. Yes. What I would like to say is on the GSE debt, 
by making it unambiguous, meaning that it is on balance sheet, 
that might lower the GSE debt, the rate on that debt, to what it 
would be on the Federal. That is the good news. The bad news is 
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that it reveals that our actual debt loads are much bigger than we 
thought, which would then probably raise the cost of borrowing. 

Mr. Mason. And the financial way to look at it is we are cur- 
rently holding an option to take on this debt. And if we exercise 
the option, then we realize the value, we lose the option value. So 
we could estimate directly the amount. 

Mr. Garrett. Great. Would anyone else like to comment? 

Mr. Johnson. I would just say the increment in the cost of the 
Treasury debt is dependent upon the change in your beliefs when 
the option is exercised. If you say for all intents and purposes it 
is full faith and credit now, by making it explicit and perpetual and 
blending it in the secondary market — and I think the Treasury 
market is slightly more liquid — you probably get most of the bene- 
fits and not a lot of cost. 

But if you believe that there is a significant risk that in 2012 
they would reverse course, you would have to say that bringing it 
on raises the cost of Treasury debt. 

Mr. Garrett. The bottom line is, I guess, the one thing we can 
learn from the Greek situation is no matter whether they are hid- 
ing it or not, or intentional or otherwise, I guess the thing the pub- 
lic wants most is to have that transparency, and for someone to 
make that decision and to carry forward so we know exactly what 
we are dealing with from today to 2012 and going into the future. 

Thanks again to the entire panel. I commend the Majority for the 
panel selection, as the ranking member did, and I thank you all for 
your testimony today. Thanks. 

Mrs. Maloney. If I could go back to my other question, and get 
a yes or no answer, and then further follow-up in writing, are you 
worried about manipulation in the municipalities in our country 
and smaller sovereign markets with the credit default swaps and 
derivatives in general? Yes or no? Are you worried about manipula- 
tion? 

Mr. Johnson. Yes. 

Mrs. Maloney. Mr. Pickel? 

Mr. Pickel. No. 

Mrs. Maloney. Mr. Duffie? 

Mr. Duffie. I think it should be policed, but I don’t see it right 
now. 

Mrs. Maloney. Mr. Sanders? 

Mr. Sanders. I am more worried about the manipulation by the 
governments themselves not reporting all the debt they have on 
balance sheet. 

Mrs. Maloney. Mr. Mason? 

Mr. Mason. I am in agreement. I am not explicitly concerned 
from the investor side. 

Mrs. Maloney. Thank you. And who are the major sellers of 
CDSs in these sovereign, muni, and government credit derivative 
markets? Who are the major sellers? Can anyone tell us who they 
are? 

Mr. Johnson. I believe it is primarily financial institutions, large 
financial institutions here and abroad. 

Mr. Pickel. Yes. It would be the large financial institutions. You 
may have some hedge funds which would sell protections, and that 
was true in the Greek situation. In the past, you would have had 
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the insurance companies, the monolines a little more active, poten- 
tially, in that area, but not now. 

Mrs. Maloney. What is the relationship between the CDS mar- 
ket and the underlying market? Which one leads which? 

Mr. Duffie. In a large, liquid market, they are very close to- 
gether. It is hard to tell. But in a market such as Greek debt, the 
CDS probably moves slightly first because it is somewhat more liq- 
uid and easily obtained. 

Mrs. Maloney. Mr. Johnson? 

Mr. Johnson. Yes. I agree with that. I think, when we talk 
about the price discovery role of CDS, I often scratch my head be- 
cause I look at bond spreads and I don’t know what incremental 
information I get from the CDS. 

But in the case of Greece, it is sometimes difficult for people to 
borrow in short bonds as speculators. And so the CDS market, 
being a lower transaction cost and more liquid medium, will tend 
to reflect that information sooner than will a bond that has what 
you might call hiccups with shorting. 

Mrs. Maloney. And following up on that, Mr. Johnson, how are 
prices set on instruments when the underlying has so few credit 
events or defaults? 

Mr. Johnson. It is set with subjective probability. You are esti- 
mating what the likelihoods are. It is not like a deck of cards in 
the sense that you know there are 52 cards and you know what 
suit and what rank they are. It is a much more what economists 
call radical uncertainty, where you are trying to infer prospects 
that are unprecedented, or largely unprecedented, events. 

Mrs. Maloney. And Mr. Pickel and Mr. Duffie, how could a CDS 
or other credit derivative be used to keep a normal restructuring 
from happening for a firm in the real economy? Should we worry 
about this happening in the future, hindering the restructuring? 

Mr. Pickel. If I could just also add to that, the market assess- 
ment of the price of the CDS is essentially the market’s assessment 
of the probability of default of the underlying entity and the recov- 
ery rate, potential, if there actually is a default. So those are kind 
of the factors in that. 

As far as the influence on restructurings, there has been a lot of 
discussion. Henry Hu at the SEC has written about this. We think 
it is probably worth some additional analysis. 

But our feeling — we have written a piece as an organization on 
this we can send to you — is that while superficially it suggests that 
somebody who has a CDS position may be motivated and 
incentivized in a different way when they are engaged in restruc- 
turing discussions, that has not really been proven in any par- 
ticular instance. But it is something I think is worthy of some addi- 
tional analysis. 

Mrs. Maloney. Thank you. And Mr. Duffie, could you respond to 
a statement by Federal Reserve Chairman Ben Bernanke at a re- 
cent JEC hearing where he said that the Fed had seen little expo- 
sure to Greek debt or CDSs within the financial institutions that 
he supervises here in the United States. 

However, is it possible that U.S. financial institutions are vulner- 
able via their exposure to German or French banks, which are be- 
lieved to have a large exposure to Greek debt and CDSs? I do know 
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that in many of our — some of our bailouts, we were bailing out 
counterparties in foreign countries. Do you see this as a challenge, 
for anybody to comment? My time has expired, and we are being 
called to a vote. But your comments? 

Mr. Duffie. Sure. Some very large European banks are exposed 
to Greece significantly. I don’t think there is a contagion effect for 
U.S. banks because the sovereigns of those large European banks — 
for example, in Erance and Germany — would protect those large 
banks from failing. They are still “too-big-to-fail.” 

Mrs. Maloney. I want to thank all of your for your excellent tes- 
timony. The panelists have mentioned to me, the Members of Con- 
gress, that they have future questions. We will submit them in a 
bipartisan way, and hope that you can give us your best thoughts. 

The Chair notes that some members may have additional ques- 
tions for this panel, which they will submit in writing. And without 
objection, the hearing record will remain open for 30 days for mem- 
bers to submit their opening statements and questions. 

The meeting is adjourned, and we are rushing to a vote. Thank 
you so much. 

[Whereupon, at 12:27 p.m., the hearing was adjourned.] 




APPENDIX 


April 29, 2010 


(47) 



48 


OPENING STATEMENT OF 
CONGRESSMAN PAUL E. KANJORSKI 

SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE, AND 
GOVERNMENT SPONSORED ENTERPRISES 

HEARING ON CREDIT DEFAULT SWAPS ON GOVERNMENT DEBT; 
POTENTIAL IMPLICATIONS OF THE GREEK DEBT CRISIS 

APRIL 29, 2010 


Good morning. At the request of our colleague. Congresswoman Maloney, we gather 
today to examine important policy questions that have arisen from the Greek debt crisis. The 
crisis, which quietly evolved over a number of years, has demonstrated that innovative Wall 
Street bankers acting alone or in concert with their clients have the potential to destabilize not 
only a single country but an entire economic region, especially if the transactions they concoct 
distort transparency or heighten speculation. 

Among other things, this hearing will allow us to explore whether the titans of Wall 
Street act as traders of government debt by underwriting bonds or traitors of governments by 
using credit default swaps to gamble that sovereign debt will fail. Those who bet on and seek to 
cause the default of a government are as bad as Benedict Arnold. 

When used for genuine hedging purposes, credit default swaps are an appropriate 
financial tool. But when these instruments arc used for speculation, they have the potential to 
become a Trojan horse that will insidiously infect our markets. Some very smart and 
sophisticated investors have characterized naked credit default swaps as “weapons of mass 
destruction” that can “create imaginary value out of thin air.” 

The tragic situation in Greece underscores the urgent need for Wall Street reform at 
home. Some recent news reports suggest that bankers crafted derivatives to hide Greek debt, and 
other stories note that the U.S. market for credit default swaps on municipal debt is growing. 
Congress must respond by creating more transparency in our derivatives markets as provided for 
in the House-passed bill. The derivatives bill recently approved by the Senate Agriculture 
Committee similarly advances the goal of greater disclosure. 

Additionally, the response of the markets to the Greek debt crisis raises more questions 
about the utility of rating agencies. As we all know, the ratings agencies greatly contributed to 
our recent financial crisis by failing to appropriately rate collateralized debt obligations and other 
structured debt. The growth in the issuance of these faulty financial instruments, which the 
rating agencies blessed, contributed to the explosion of the credit default swap market. 

While some have raised concerns, other experts have concluded that a large and liquid 
market for credit default swaps, including naked positions, leads the cash bond market in price 
discovery and predicting adverse credit events. If this is true, then I question why the rating 
agencies waited so long to downgrade Greece’s debt. After all, the cost for purchasing credit 
default swaps on Greek debt has soared for many months, but Moody’s and Standard and Poor’s 
have only downgraded the country’s bonds in recent days. 

The reform bill already passed in the House takes strong steps to impose a liability 
standard on rating agencies and reduce conflicts of interest and market reliance on them. As we 
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proceed today, 1 look forward to understanding whether naked credit default swaps do indeed 
promote efficient price discovery and whether we should do more to reform rating agencies. 

The Greek debt crisis also parallels a problem in our financial markets: the problem of 
too big to fail. Greece’s problems have placed an enormous strain on the European debt markets 
and the European Monetary Union. In fact, the European Central Bank president has said that “a 
Greek default is out of the question.” 

With respect to our financial markets, the demise of Lehman Brothers, American 
International Group, and Washington Mutual, among many others, has shown that Congress 
must act to mitigate systemic risk. That is why the House-passed legislation and the pending 
Senate bill include provisions to end the era of too big to fail, like my amendment directing 
regulators to break up financial firms that have become too big, too interconnected, too 
concentrated or too risky. 

In sum, today’s hearing continues to build the case for financial services regulatory 
reform. More than two years have passed since the financial crisis began, and the Senate must 
take swift action on its bill so that we can finally end Wall Street’s narcissistic pursuit of profit 
and change the way our financial markets operate. 
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Good morning Chairman Kanjorski, Ranking Member Garrett, and all 
members of the subcommittee. I am pleased to respond to your request to 
discuss credit default swaps on government debt, and the implications in 
particular for the Greek debt crisis and the Eurozone. 

A credit default swap, or “CDS,” is a derivative security. The buyer 
of protectioji pays an annual ftje to the seller of protection, referencing a 
particular borrower such eis Greece, and an amount of the borrower’s debt. 
For example, if the agreed CDS rate is 5% and the amount of referenced 
debt is $100 million, then the annual protection fee is $5 million. In the 
event that the named borrower, say Greece, defaults on its debt, the seller 
of protection then gives the buyer of protection the difForence between the 
referenced amount of debt and the market value of the defaulted debt. For 
example, if the referenced $100 million in debt defaults and iis a result has a 
market value of only $30 million, tlien the buyer of protection would collect 
$70 million from the seller of protection. Credit default swaps are traded in 
the over-the-counter market. 

As you know, some have raised conc'erns that speculation with credit de- 
fault swaps is responsible for raising the borrowing costs of Greece, California, 
and other issuers of government debt. There is no evidence of this, and there 
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is good reason to believe that this is not the case. The net amounts of credit 
default swaps referencing these issuers is a small fraction of the amounts of 
their debt outstanding. Even if all of the CDS trading is pureh' speculative, 
there is just not enough of it to move the needle very much. Indeed, from 
research I am doing with Professor Zhipeng Zhang of Boston College, there 
is no significant empirical relationship between the amounts of credit default 
swaps held on these issuers a,iid their borrowing costs. (Our preliminary em- 
pirical results are summarized in figures presented at the end of my written 
testimony.) The borrowing costs of these issuers, like those of most other 
issuers, are largely determined by the market’s perception of their ability to 
pay back their debt, and the willingness of the market to bear the ri,sk of de- 
fault. If bond issuers have a lot of debt relative to their resources for paying 
down the debt, then investors demand a liigh interest rate in compensation 
for bearing the risk of default. Bond investors liave recently demanded a high 
interest rate from Greece because Greece has a fiscal deficit of .13.6% of its 
GDP, according to Eurostat data,^ and has relatively little ability to repay 
its debt without assistance. It is hard to imagine how CDS speculators were 
responsible for Greece’s derision to borrow more money than it could pay 
back. 

If an investor who has bought protection on $100 million of Greek sovereign 
bonds decides to reduce its position to $30 million, it would enter a new offset- 
ting credit default swap, to ,se// protection on $70 million of Greek sovereign 
bonds. The net position of the investor is then $30 million. Since November 
2008, the DTCC has published the market aggregate of the net positions of 
CDS investors. Figure 1 shows these aggregate-market net CDS positions 
for five Eurozone countries whose indebtedness has been of concern: Italy, 
Spain, Portugal, Greece, and Ireland. Although these aggregate CDS posi- 
tions have grown somewhat over the past eighteen months, the growth has 

^Eurostat has indicated the possibility of additional upward revisions of this estimate 
due to concerns over data, quality. 
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not been especially volatile. Figure 2 shows, however, that the CDS rate 
for Greece has grown markedly in the past six months, in light of revelations 
about the true indebtedness of Greece, which had been obscured by reporting 
problems. The change in the CDS rate on Greek sovereign debt has served 
to alert investors that Greece may indeed have solvency concerns. Those 
CDS investors who first speculated that Greece had borrowed more than it 
could repay seem to have profited from this forecast. The recent decision 
of Greece to request special financing from Eurozone countries and the IMF 
was prompted by its difficulty in paying its delrt. This external support for 
Greece does not, however, imply that Greece will avoid default. The CDS 
rate for Greece, a close proxy of its excess borrowing costs over those of 
Germany, has rea,ched around 10% during the past few days. 

Financial research has shown that sudden surges in demand for financial 
instruments, such as CDS, could temporarily raise the price of that instru- 
ment, if the surges in demand are large enough. Figure 4 shows that weekly 
increases in the net demand for CDS on Greece are relatively benign. Figure 
5 shows that net CDS positions on Greece and other fiscally weak Eurozone 
sovereigns make up relatively small fractions of their outstanding debt, In 
any case, Professor Zhang and I have found no statistically significant rela- 
tionship between weekly changes in net CDS positions and weekly changes 
in the CDS rates of Greece, Italy, Ireland, Portugal, or Spain. That is prob- 
ably evident from the figures shown. (There is also no such relationship 
between changes in gross CDS positions and changes in the CDS rates of 
these countries.) Were such a statistical relationship to exist, it could reflect 
the increasing demands of hedgers for protection in the CDS market as the 
credit ciuality of the borrower deteriorates. Figure 10 shows that there is 
no relationship between aggregate net demand for CDS positions referencing 
California and the CDS rate for California. 

The debt crisis faced by Greece has profound implications for other Euro- 
zone countries. Eurozone governments issue debt in a common currency. If 
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one of them is unable to pay its own debts, other Eurozone countries have an 
incentive to come to the rescue in order to protect the stability of the Euro, 
on which they commonly depend. In the long run, how-ever, there can be an 
erosion of the incentives of fiscally stronger Eurozone countries to support 
fiscally weaker Eurozone countries. Economists call this a “free-rider” prob- 
lem. Each time a Eurozone country spends more than it can pay back, the 
fabric of the Eurozone is weakened. This is important to the United States 
because the stability of the Euro contributes to global economic growth and 
stability. 

Regulations that severely restrict speculation in credit default swap mar- 
kets could have the unintended consequences of reducing market liquidity, 
which raises trading execution costs for investors who are not specnlatirrg, 
and lowers the quality of information provided by credit default swap rates 
regarding the credit qualities of bond issuers. Regulations that severely re- 
strict speculation in credit default swap markets could, as a result, increase 
sovereign borrowing costs somewhat. In any case, speculation could con- 
tinue via sliort-selling of the underlying sovereign bonds, to the extent that 
the bond market is liquid. 

Proposed reforms of the over-the-counter markets for credit default swaps 
and other derivatives will improve the safety and soundness of these ma.rkets. 
Data repositories will eventually give regulators tlie opportunity to police 
those who would manipulate these markets, or would take positions whose 
risks are too large with respect to the capital Ira.cking them. Central clearing, 
if done effectively, will also bring needed stability to this market. Transac- 
tions price reporting will add additional transparency a.nd improve market 
efficiency.^ 

Thankyou for the opportunity to present my views. I would be happy to 
address any of your questions. 

"See “Policy Per.spectives on OTC Derivatives Market hilrastructure,'' by Darrell 
Duffie, Ada Li, and Theo Lubke, Federal Reserve Bank of New York Staff Report Number 
424, Revised March 2010. 
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Figure 1: Aggregate net outstanding CDS positions referencing Greece, 
Spain, Portugal, and Ireland. 
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Figure 2: Aggregate net CDS positions on Greece (DTCC data), and the 
5-year CDS rate on Greek sovereign debt (Bloomberg data). 
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Figure 3: Percentage weekly changes in net CDS positions for Greece (DTCC 
data) and the 5-year CDS rate for Greece (Bloomberg data). 
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Figure 4: A histogram of percentage weekly changes in aggregate net CDS 
positions on Greece, November 2008 to present. 
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Figure 5: The ratio of aggregate net CDS positions (DTCC data) to national 
debt outstanding {Bloomberg data). 
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Figure 6: Spain: Credit default swap rates (Bloomberg data) and aggregate 
net CDS positions (DTCC data). 
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Figure 7: Portugal: Credit default swap rates (Bloomberg data) and aggre- 
gate net CDS positions (DTCC data). 
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Figure 8: Ireland: Credit default swap rates (Bloomberg data) and aggregate 
net CDS positions (D'fCC data). 
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Figure 9: The ratio of aggregate gross CDS positions (DTCC data) to (Jebt 
outstanding (Bloomberg data) 
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Hearing on Credit Default Swaps on Government Debt: 

Potential Implications of the Greek Debt Crisis 
Before the House Financial Service Committee, Subcommittee on Capital Markets, 
Insurance and Government Sponsored Enterprises 
Thursday April 29, 2010 

Robert Johnson 

Director of Global Finance, Roosevelt Institute 

Chairman Kanjorski, Ranking Member Garrett, and members of the 
Committee, I thank you for the opportunity to address the issues related to credit 
default swaps (CDS) and their implications for government debt. As the Congress 
considers legislation on financial reform I applaud your efforts to explore the 
implications of financial practice and financial innovation, particularly in the area of 
derivative securities. 

It is my view that the explosive growth of derivatives, and the immaturity of 
our market systems is at the core of financial danger we face moving forward. 1 
have stated elsewhere, and continue to believe, that the Over the Counter (OTC) 
derivatives market is the San Andreas fault of the financial system. The 
interconnection of Too Big to Fail firms and OTC derivatives is a cocktail that may 
force the taxpayer to drink from disaster again in the future. Repair of this system 
to reduce complexity and opacity will allow the markets to function better when 
adversely shocked, as they were by the housing price downturn, and as they surely 
will be again. 
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Strong transparent markets that are well fortified with capital buffers and 
supervised and examined thoroughly are a means to help us reach our social goals. 
Market systems that are structured according to the profit imperatives of a few 
concentrated firms, firms that are supported by the backing of taxpayers, are very 
dangerous to the financial health of our nation. The structures that encourage a 
private appetite for risk that exceeds the social benefits of that risk are unhealthy. 
Markets are a public good and their structure has to attain and maintain integrity 
despite the formidable pressures that individuals and particular business interests 
bring to bear to refract that design for their private benefit and the detriment of 
society. 

Today our concern is with the impact of the CDS derivatives market on the 
market for government debt. 1 want to emphasize that the history of government 
debt growth across many nations suggests that wars and financial crises are the 
greatest causes of extreme and rapid increases in public indebtedness. Some have 
estimated that the financial crisis of 2008 will result in a near doubling in the U.S. 
debt to GDP ratio. Therefore those concerned about our public finances must be 
very concerned about financial reform. Said another way, one cannot credibly claim 
to be a deficit hawk unless one is a financial reform hawk as well. 

The credit default swap market has grown tremendously in recent years. 

The instruments played a large role in the financial crisis after the failure of Lehman 
Brothers, particularly with respect to the AIG bailout. At times innovation is 
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worshipped as a goddess of progress without measuring the value of that 
innovation. It is an article of faith. That does not appear to be the case regarding 
financial innovation any longer. Faith in the financial practices and the wisdom of 
unfettered markets has been shattered. At the same time faith in regulators and 
government action in the aftermath of the bailouts is also quite low. Experts in 
financial theory also lack credibility in light of the scale of the crisis and their 
inattention to the risks associated with innovation. Praying at the alter of liquidity 
and innovation rings hollow without a clear acknowledgement of the damage that 
immature market structures can do to social goals. 

In the market for credit default swaps, some have been tempted to ban the 
instrument altogether and it is clear in light of recent revelations about financial 
practices and the tremendous social losses they can cause, that a profound shift in 
sentiment has taken place. At the same time, there is a sound logic that underpins 
the construction of instruments that isolate and transfer credit risk to where it is 
most able to be borne. Properly structured transparent CDS markets that are well 
capitalized and regulated can contribute to our well-being. In these controversial 
times it is important to keep in mind that markets are a useful tool, but a tool that 
must be managed and administered when constructing a balance between the social 
costs and benefits of a market for credit insurance. ' 

1 Richard Posner of the University of Chicago Law School made the following remark 
recently regarding financial markets in response to the following question: 


KS The general wisdom is that you switched from a laissez-faire approach to one that accepts 
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Theories that depend upon the market possessing a highly quality of 
information, as a maintained hypothesis, may not be a good guide to the behavior of 
credit default instruments in some circumstances and give misleading perceptions 
of their value and cost to society. The standard fundamental theory of pricing 
operates from the premise that the market "knows" what the probability of default 
is. Prices, after a period of discovery, "reflect" that knowledge. Attempts to buy 
credit default swaps that increase the price are met with supply from those who 
know when the price gets too high. The price represents the truth and deviations 
from that truth are quickly arbitraged away. 


An alternative perspective can be modeled that envisions a market 
environment filled with uncertainty and imperfect information. In this perspective, 
buyers of large amounts of CDS transmit a market signal that inspires market 
participants to believe that "someone knows something." Drawing inference from 

the role of government regulation to stabilize the economy. What has changed your view of 
capitalism? 


Posner: This has really been only since September 2008— .since the crisis, when I took another 
look at everything. There was erroneous monetary policy and much too low interest rates, which 
encouraged excessive borrowing. And then there’s this very lax regulation of financial institution,s, 
which reflects a failure to recognize that the financial industry is very unstable and requires 
regulation. It is connected to everything in the economy— consumers and businesses alike depend 
on it—so when it collapses, you’ve got real problems. A lot of people failed to see that. The 
financial backbone of the economy is a comer of capitalism that requires more intrusive and 
careful regulations than a lot of economists thought. Because of the centrality of credit in a 
capitalist economy, a capitalist economy is inherently unstable. This instability can become 
catastrophic unless you have something in place to mitigate it. Unfortunately no one seems to 
have very many great ideas on how to do this. ( Six Questions for Richard Posner by Ken 
Silverstein, Harpers.com http://www.harpers.org/archive/2010/03/hbc-900067t8) 
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price the market participants sell bonds and stock in the belief that default risk is 
greater. The higher funding costs in turn depress earnings and validate the 
projection of greater risk. Here the causation runs from price to fundamental 
outcome. Credit risk rises because markets induce the change in costs that validates 
the market price. 

Examples of market manipulation contained in the appendix suggest that 
there are cases that are cause for concern regarding the use of credit default swaps. 
Government and municipal services are essential and manipulative market methods 
may put at risk the provision of services that municipalities provide. The hierarchy 
of human needs for basic elements of social function implies this is a valid arena for 
concern of government officials. 

The appendix that follows these remarks is organized to address the 
questions in your letter of invitation. The conclusions that are produced there 
include the following: 

1, The Greek crisis in sovereign debt is not fundamentally caused by 
credit default swaps. It is caused by the profile of spending and tax 
revenues and a dynamic of government debt accumulation that is 
fundamentally unsustainable. 

2. The regulation of credit default swaps should include reporting of 
all exposures and positions; provisioning by those who write CDS 
to create a loss reserve; subjecting of CDS in capital ratios/ leverage 
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ratio to the full implications of the imbedded leverage that they 
represent; consideration should be given to requiring that the 
amount of CDS purchased be associated with an insurable risk, 
particularly in smaller market segments; continued movement 
toward central clearing and exchange trading and publishing of 
pricing data on a rapid and freely available basis. CDS markets 
should not be dark markets. 

1 submit the balance of my remarks for the record. 
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Background Information and Response to Invitation Questions on Credit 
Default Swaps. 

By Robert Johnson, Arjun Jayadev, Michael Konczal 

1. Credit Default Swaps on Government Debt: A Brief Introduction 

Credit Default Swaps (CDS] are swap agreements that seeks to disentangle the 
credit risk associated with an underlying asset such as a bond or loan and sell it to 
buyers who are willing to hold that risk. Thus, for example, in a typical CDS contract 
where the underlying asset is a bond, a buyer of the CDS will provide a series of 
payments to the seller of the CDS in return for payment in case the bond defaults. 
CDS spreads are therefore seen as providing valuable information as to the 
perception of default: an increase indicates deterioration in the perception of credit 
quality while a decline signals an improvement. CDS can be written on a wide range 
of financial instruments including bonds, loans and other instruments. 

CDS have both pros and cons as instruments. Since they parcel out credit risk, they 
serve the function of hedging against this risk as well as providing an alternative to 
ratings agencies by acting as a market based method of pricing risk. Some studies 
suggest that they have outperformed ratings agencies in the financial crisis. But they 
also have serious problems that may destabilize Financial systems . They can be used 
in so called ‘bear raids' and increase the vulnerabilities of the underlying entities. 
They are opaque, in the sense that they are mostly traded over-the-counter (OTC) 
and so pricing information is not openly available to market participants. They are 
often subject to severe counterparty risk (i.e. the risk that the seller cannot or will 
not pay in the event of a credit event) since they are typically uncollateralized and 
sellers of CDS contracts are not required to provision for credit events. 

Credit Default Swaps on government entities were virtually unknown 10 years ago, 
partly since government debt is historically less likely to exhibit defaults (see Table 
1 below). Since then, the market has grown considerably, especially in the last two 
years as the financial crisis has resulted in increases in government indebtedness 
and potentially decreased tax revenue to service this debt. Credit events in 
government CDS bonds can be triggered by a missed interest payment, a debt 
moratorium or Financial restructuring. CDS in this regard is a new instrument and 
method of reflecting views on the health of a nation’s finances- especially negative 
views-in ways that are not possible using traditional methods such as shorting 
government bonds. The concern about the use of CDS in distressed sovereign debt 
such as Greece, Portugal, Ecuador or Jamaica is whether the volumes in the CDS 
markets are simply leading indicators of the fundamentals or whether it drives 
them. 

Since CDS was traded mostly over the counter, there is little publicly available 
information about the volume of CDS written on government entities in the early 
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part of the decade. However, since 2009, the Depository Trust Clearing Corporation 
(DTCC) has published weekly data on gross notional outstanding contracts and 
value in CDS markets. This is the only source of aggregate information, though there 
is some reason to believe that this source underestimates the total volume of such 
transactions. Table 2 below provides the data for CDS contracts for this week and a 
year ago from the DTCC. Gross notional outstanding contracts stand at 2 trillion 
dollars up from 1.7 trillion dollars last year. The majority of trades are between 
dealers (around 90% of both dollar volume and number of trades). Motives for 
holding sovereign and local government CDS vary, and there are many institutional 
players in the market. Proprietary desks, credit funds and hedge funds are both 
buyers and sellers of CDS. Bank counterparty hedging desks are typically buyers of 
CDS, while correlation desks are typical sellers of CDS protection. 

The increasing volume of trades in government entities has meant that there has 
been an rise in interest in developing indices for sovereign and municipal CDS. Thus 
for example, Markit's ITraxx SovX index provides four credit default swap indexes 
that track the perceived risks of sovereign debt in emerging economies and Western 
Europe. Emerging Market CDSs have traded for nearly a decade, but CDS on 
sovereign debt of western European economies has been very low volume and is 
thus a new index. Similarly, Markitalso offers the MCDX index comprised of large 
investment-grade municipal credits. Unlike the global sovereign debt market 
however, there are fewer issuances of municipal bonds that makes the CDS market 
thin, more volatile, and more subject to the criticism that the markets are being used 
to manipulate yield. Most experts believe that the volumes in CDS markets for both 
sovereign debt markets and state and local government debt will probably increase 
since debt defaults might exceed historical norms. Continuing weakness in Greece's 
financial situation for example has meant that the gross volume of outstanding 
credit default swap contracts on Greek national debt has risen substantially from 
around $ 40 billion last year to $85 billion two months ago on a stock of bonds 
worth around $400 billion. 


While the motives of players in CDS market arc clear (hedging against default risk, 
or speculating on default risk), one should note definite weaknesses on the supply 
side. Since CDS does not require an insurable interest, the volumes of CDS contract 
written are not bound by the value of the underlying asset. That is to say, one party 
does not need to own a bond in order to obtain protection through a CDS were it to 
default and thus any bond can have many contracts written on it. This is less of a 
problem if there are many sellers and it is a competitive market in selling so that 
risks are not concentrated in few entities. However, this has not always been the 
case. Furthermore, since writers have not been required to provision for losses and 
can book revenue as profits, writers can be undercapitalized when credit events 
occurred. The emblematic case of this was AIG in 2008, but MBIA and Ambac, two 
large bond insurers also faced severe problems during this time. These events 
severely disrupted confidence in the CDS market, necessitating immediate 
government intervention. Although that particular crisis was not triggered by credit 
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events in government entities', the rapid growth of CDS in government and muni 
bonds, the opacity of the market, the concentration of the supply side in the 
industry, and the fragility of the tax base for states might mean that a similar event 
could occur with protection issuers in the future. 

2. The Greek Crisis and the Role of the CDS 

Greece is undergoing a severe sovereign debt crisis. The country has sovereign debt 
of around $400 billion, and a budget deficit of nearly 13%. In the last few months it 
became evident that the country had understated the depth of its debt and its fiscal 
position through the use of derivative contracts. There was consequently an 
increase in spreads for CDS on Greek bonds and a rise in the interest rate that the 
country faced for borrowing. This in turn limits its viability in the European Union in 
the absence of a bailout from other countries in the EU. CDS spreads have also 
increased in countries like Portugal and Spain which also display relatively weak 
fiscal positions. 

There has been a great deal of discussion in the role of the CDS market in the crisis. 
Some stories suggest that speculation in CDS markets and leveraged shorting has 
led to sharp increases in interest rate payments, has caused ratings agencies to 
downgrade Greek debt to junk status and has put severe pressure on the viability of 
the Euro. As it stands, such stories appear overstated to us. First, as Figure 1 shows, 
the CDS market has been showing increasing spreads on Greek sovereign debt for a 
considerable period of time, since late November and there have been no sharp or 
sudden increases. Second, the volumes of trades (gross $85 billion, and net $9 
billion dollars on an underlying portfolio of $400 billion) is in line with CDS/debt 
ratios on other sovereign entities such as Spain, Portugal and Italy) as seen in Table 
3 and as such, is unlikely to be driving bond prices^. 

CDS spreads on Greek debt, while among the highest in the world, are exceeded by 
several other countries, as displayed in Table 4. Furthermore, as the concerns about 
Greek debt cascades and puts the financial status of other countries in the EU under 
the microscope, one should expect to see a larger role of CDS for both sovereigns 
and financial institutions exposed to the sovereigns in the coming days and weeks 
and a potential re ranking of the countries listed in Table 4. 

3. CDS on National and State and Local Governments: 

While the Greek case does not seem to be about manipulation originating from the 
CDS market, it is possible that CDS markets can worsen fragile debt situations 
without due cause. If CDS spreads begin to widen, there can be a situation where 
market participants seek to buy more protection, thereby further increasing spreads 
and creating a self-fulfilling prophecy. This in turn can have serious impacts on a 
sovereign entity to the extent that CDS is taken as an accurate picture of underlying 


2 See Citibank's assessment in http://www..scribd.com/doc/27775379/Citi- 
Sovereign-CDS-You-Can-t-Blame-the-Mirror-for-Your-Ugly-Face for more details. 
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risk and used to set interest rates on its debt. Therefore, there is good reason to ask 
about the proper scope of CDS contracts in sovereign and local government debt. 
This is a concern with some valence since sovereign debt is often used to finance 
very important social services to vulnerable people and to the extent that these 
services are undermined by overstated risk of government default, this can have 
unnecessary negative social consequences. While this may not be a concern with the 
sovereign debt of the US at the current juncture, there are more serious issues with 
municipal debt. A recent Wall Street Journal article pointed to the fact that CDS use 
may be driving up borrowing costs for state and local governments^. Since these 
markets are thin at the moment, it is possible that there is substantial price volatility 
in the CDS prices, but there is very little easily available aggregate data on the 
subject. 

Thus far, there have been a few sovereign credit events (Ecuador, Russia and 
Argentina) that have had credit derivatives written on them. Unlike in corporate 
defaults, investors cannot seize assets from sovereigns, and so the pricing of 
distressed sovereign CDSs will differ significantly from that on corporate distress. 
The value of the contracts will be based on more limited historical information and 
CDS spreads are likely therefore to be more volatile in during sovereign debt events 
than in corporate debt. 

The municipal CDS market began active trading in 2003, with significant increases 
in liquidity in 2007, especially in the 10 year market. The majority of trades have 
been on state general obligations. There is assumed to be a high recovery rate 
compared to the corporate CDS sector. 

4. Case studies for CDS manipulation 

A 2006 report by Insol International, "Credit Derivatives in Restructurings," 
concluded that as the credit derivative market grows and matures, ownership of 
credit derivative positions could influence restructuring events. A party at a 
restructuring that has a CDS position may have different interests from other 
players at the restructuring. What is worse, they concluded that it is unlikely that it 
would be in the interests of the party holding the CDS to reveal their position, and 
they are unlikely to be under any obligation to disclose this position to the other 
interested parties. In the absence of disclosure of CDS protection to all person at a 
restructuring event, there will be a large information asymmetry that could lead to 
suboptimal bargaining and results for the firm in question. 

A list they provide, compiled with Fitch Ratings, lists over 35 credit events under 
which credit derivatives have been called, including Air Canada, Deta Airlines, the 
sovereign debt of Ecuador, Indonesia and Russia, Xerox, Marconi, and Pacific Gas & 


3 States Bristle As Investors Make Wagers on Defaults-Ianthe Jeanne Dugan- Wall 
Street journal, 27* April 2010. 
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Electric. This list will grow in the future, and the problems of negotiations being 
drawn out and resulting in suboptimal situations only likely to grow with it. 

The recent revelations on the hedge fund of Magnetar, reported by the non-profit 
reporting firm ProPublica and also in the book by Yves Smith "Econned", show 
another example of CDS being used in conflicting ways. The hedge fund Magnetar 
would put up money to create a CDO of risky subprime mortgages and then bet 
against it using credit derivatives. If markets worked perfectly, they should not be 
able to make any money doing this, but because of the opacity of the market they 
made a windfall. 

And this has major social implications. According to some numbers provided by 
Smith, Magnetar deals could have accounted for 35% of 2006 subprime issuances. 
As we now know, the 2006 vintage of subprime loans were a particularly bad group 
in terms of performance. And according to ProPublica, Magnetar put pressure to 
make sure the mortgage bonds they were creating were particularly bad ones. The 
final number for defaults for Magnetar created bonds that were able to be found by 
ProPublica was 96%, compared to a default rate of around 6S% for a comparable 
instrument. 

This is an example of where poorly priced credit derivatives can distort the market, 
creating more risk than is optimal. As the housing market was likely to cool in 
2005, creating instruments who 

As the economist Perry Mehrling has said, in an interview with the Atlantic Monthly: 
"If you insure an earthquake, you are not making earthquakes more likely. The 
insurance contract is a purely derivative contract, it isn't influencing earthquakes. 
That is not true of insurance of financial risk. When AIG is selling you systemic risk 
insurance for 15 basis points, that price is too low. People said: '[If I can get rid of 
the whole tail risk that cheaply, I should load up. I should take more systemic risk.'" 

5. Proper structure of CDS -insurable risk, premiums for provisioning. 

Given that CDS, properly used can be a useful instrument for pricing and parceling 
risk-but that it can also have serious negative impacts on market integrity and 
social welfare and is subject to market manipulation- making sure the regulatory 
structure governing these instruments is appropriate is a critical task for 
government. Several key issues have been debated that we address here. 

a. Bans on naked CDS, especially in debt of government entities 

Some discussion by legislators in both the EU and the US has suggested the banning 
of CDS in which the buyer does not have an insurable interest in the underlying 
asset, particularly if the asset is the debt of a government entity. At the current 
juncture, there appears to be little concern that naked shorts on CDS are driving 
bond yields upwards in some of the more distressed sovereign debt markets. While 
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there are speculators who are obtaining naked CDS positions on debt and profiting 
from these, it is not clear that these entities have enough volume in this market to 
drive yields in the much larger bond market. While this is not a concern at the 
moment this may become a bigger issue, as the CDS market grows especially for 
smaller sovereign nations. Justus importantly, for state and local governments, one 
can easily imagine that the CDS market can exceed the size of the underlying assets 
by a considerable margin and that CDS spreads can drive yields. Certainly, the 
volume of CDS written on private securities often exceed the value of the securities 
by multiples of the underlying value, showing that there are many entities buying 
naked CDS positions. Given the importance and sensitivity of government debt, 
policy makers will have to face the trade-off between the price discovery function of 
naked CDS contracts and the potential they provide for systemic disruption. Our 
contention is that naked CDS contracts do not help provide considerably more price 
information than ratings agencies for government entities since the balance sheet of 
these entities are easy to monitor and the revenue and expenditure streams are well 
known and stable. 

b. Provisioning for Credit Events 

We have noted a weakness on the sell side of the CDS contract, namely that sellers 
do not have to provision against the contingency of a credit event given the legal 
nature of a swap. This can be a huge problem as it means that a CDS writer can be 
highly undercapitalized in the event of a credit event. This should be remedied by a 
requirement for adequate capitalization for writer that reflects the substantial 
leverage embedded in the CDS contract. 

c. OTC vs. Exchange/Clearinghouse 

There is by now, a broad consensus that there should be a presumption that all 
derivative instruments be traded on exchanges or clearinghouses rather than over 
the counter. The financial crisis should that the current market structure for OTC 
derivatives could not adequately deal with disclosure and information for market 
participants, limiting the ability for a speedy resolution of distressed financial firms 
and exacerbating uncertainty. This creates a strong signal that all derivatives, 
including credit default swaps be traded on exchanges as best practice and those 
that cannot be standardized to such an extent be traded through clearinghouses. 
Those that are not exchange traded should be required to set aside additional 
capital to insure systemic integrity and to provide an incentive to more towards 
more transparent structures. This will have the effect of limiting bespoke and 
making buyers take on some additional basis risk associated with imperfect hedges. 
This will certainly be the case with sovereign and states and municipal debt. 

d. Publication of data 

There needs to be full disclosure of price, volume and open interests in the credit 
derivative markets. Understanding the price of recent transactions disciplines the 
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valuations of these instruments that can be used to mark prices on the balance 
sheets of large, complex financial institutions, in addition, prices serve as a 
reference to market participants and create a more efficient marketplace. 

e. Systemic reporting so the entire constellation is known , particularly on sovereign 
debt and systemically important entities. 
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Table 1: CUMULATIVE HISTORIC DEFAULT RATES 



Municipals 

Sovereigns 

Corporates 

Aaa/AAA 

0.00 

0.00 

0.19 

Aa/AA 

0,06 

0.00 

0.41 

A/A 

0.03 

0.00 

1.71 

Baa/BBB 

0.13 

3,53 

4.13 

Ba/BB 

2,65 

20.82 

18.73 

B/B 

11,86 

24.72 

41.45 

Caa-C/CCC- 
C 

16.58 

33.33 

65.56 

Investment 

Grade 

0.07 

0.66 

2.01 

Non-Invest 

Grade 

4.29 

22.95 

32.52 

All 

0,10 

6.36 

10.55 


* Source: Moody Investor Services, Default Rates within 10 years, 1970-2006 
** Source: Moody Investor Services, Default Rates within 10 years, 1983-2008 


Table 2: Gross Notional Outstanding Trades and Volumes in Sovereign/State Bodies 
CDS; Source DTCC 




1 year ago 

% of Total 

Current (26th April 
20101 

% of 

Total 

Dealer 

Notional 

Outstanding 

1,589.247.140.433 

89.60% 

1,992,443,935,433 

89.50% 


Number of Trades 

124,612 

90.30% 

145,931 

88,10% 


Non- 

Dealer/Customer 

Notional 

Outstanding 

183,598,754,395 

10.40% 

233,068,684,759 

10.50% 


Number of Trades 

13,349 

9.70% 

19,683 

11.90% 


All 1 

Notional 

Outstanding 

1,772,845,894,828 

100% 

2,225,512.620,192 

100% 

AH ' 

Number of Trades 

137,961 

100% 

165,614 





78 


Table 3: CDS/Debt Ratios for Selected Sovereigns 



Source DTCC 




79 


Table 4: Top Sovereign Debt Risk as of April 07 2010 as rated by CDS spreads. 


Global Ranking by CPD 


Country 

CPD {%) 

5yr Mid {jbp^) 

CMA lifipMed 
RMing 

CMA implied Hating Q4 j 

Venezuela 

4a 5% 

944.6 


Cl.lA.ccc 
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Thank you Chairman Kanjorski, Ranking Member Garrett and members of the committee 
for inviting me to testify today on this important and timely topic 

Credit default swaps in general and sovereign credit default swaps in patdcukt ate relatively 
new financial products that are vexing regulators and policymakers who are striving to 
understand their role in the modern financial marketplace in the midst of the ongoing 
financial crisis. In what follows, I provide background on sovereign CDS instruments; the 
sovereign CDS market; the causes of the Greek debt crisis; CDS market participants and 
historical default rates; implications of sovereign CDS market growth for sovereign issuers 
and public policy; the market’s relevance to regulatory reform; and additional policy 
implications. 


Background on Sovereign CDS: Market, Terms, Trading, and Uses 

Credit derivatives arc a class of financial instruments that isolate and transfer to investors the 
credit risk generated in different types of lending transactions. Investors in credit derivatives 
are typically referred to as protection “sellers,” agreeing to cover the cost if a pre-defined 
credit event occurs. For taking on the credit risk, the seller receives a payment from the 
protection “buyer.” 

While all credit derivatives are based on this principle, they differ as regards the specified 
credit event (payment default, restructuring, deterioradon in creditworthiness etc. . .), the 
number and kind of underlying financing transacdons (bank credit or bonds) and the form 
of derivative (option, forward, swap). In return for taking the default risk the protection 
seller receives periodic premium payments from the buyer (the “CDS spread”). 0!)eutsche 
Bank, “Credit derivatives: effects on the stability of financial markets,” Current Issues, June 
9, 2004) 

Setdement may be offered in cash or physical delivery of the underlying bond or other debt 
obligation. Even where physical delivery is stipulated in the contract, cash auctions are used 
to supplement markets where there exists a lack of physical bonds. 

While credit default swaps (CDSs) ate the most common form of credit derivative, they only 
make up about sixtj'-five percent of the market for credit derivatives. Some twenty percent 
of the market is made up of synthetic collateralized debt obligations (CDOs), and the rest is 
a mixture of credit linked notes, total return and asset swaps, and basket and credit spread 
products. Hence, CDS are only one of many credit derivative products in a robust and 
innovative marketplace. (British Bankers Association 2006) 

Most recendy, indexes on a variety of CDS have come to be offered in the marketplace. In 
the sovereign credit space, the two main indexes ate the CDX and the iTraxx. The CDX, a 
IJ.S. product, tracks 125 entities in the index, most investment grade. Index spreads should 
equal the average CDS spreads of the 125 underlying reference entities (to give zero basis). 
The iTtaax is the equivalent index in Europe. 
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A CDS pays out based on a pre-specified “credit event.” The CDX’s only credit events are 
‘bankrupted and ‘failure to pay’ wliich is a narrower definition than that used for single 
name credit default swaps. The restriction is necessaty becau.se the individual CDS definition 
of a “credit event” also typically includes ‘restructuring.’ Beginning April 8, 2009, however, 
with the “Big Bang” ISDA protocol both CDX and individual CDS excluded restructuring 
(for U.S, issuers). CDS on European issuers like Greece, however, still include the 
restructuring clause, creating some behavioral and pricing differences for Greek and other 
European CDS relative to U.S. 

Prior to the DTCC releasing data on net volumes, the only indication the market had of 
credit derivative volumes came from ISDA surveys. These gross numbers attracted media 
attention because of their size; some reported $60 trillion of so-called credit default swaps. 
The gross numbers are misleading, however, because they include contracts that are offset or 
hedged by other conitncts and don’t give any indication of the economic transfer that might 
occur in the case of default. As a result, only a small proportion of the total notional 
outstanding represents an unhedged risk to the marketplace. 


Sovereign CDS Market Size, Growth, and Development 

Until recently, the global credit derivatives market has been very opaque. Before the DTCC 
reporting, nearly all in formation on market volume was based on estimates and/or surveys 
among market participants. That is also the reason why the estimates of prior market activity 
differ greatly. 

In the United States, all commercial banks ate requited to report their derivatives 
transactions to the Office of the Comptroller of the Currency (OCC). That means there is 
much more detailed historical information available on the structure of the U.S. market (at 
least for banks) than there is for other countries. After December 2004, the BIS began to 
release semiannual data on credit default swaps (CDS) including notional amounts 
outstanding and gross market %'alues for single- and multi-name instruments. Additional 
information on CDS by counterparty, sector and rating has been made available as of 
December 2005. 

While European CDS markets in total measure over $36 trillion in notional principal, 
currently — even including all the single-name CDS on individual governments — there is only 
about $108 billion in CDS outstanding on European sovereigns. That amount is miniscule 
compared to European government bond market outstandings of $11 trillion, roughly 100 
times the size of the sovereign CDS market. (Citibank, “Sovereign CDS: ‘You can’t blame 
the mirror for your ugly face’” March 1, 2010) 

As of March 2010, sovereign CDS were prominent among the top 30 U.S. single name CDS 
contracts with the largest net notional positions outstanding, reported on DTCC. Ranked 
from largest to smallest at that date were Italy; Spain; Germany; Brazil; Portugal; Austria; 
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Greece; France; U.K.; Mexico; Tutkej'; Belgium; Ireland; Russia; Japan; and Hungary. 
Outstanding debt volumes of those countries are highly correlated with the size of these 
outstanding net CDS positions. Sovereign CDS volumes of all of those countries grew 
rapidly in the last year as stress on many of those country’s fiscal conditions wotsened. 
(Citibank, “Sovereign CDS: ‘You can’t blame the mirror for your ugly face’” March I, 2010) 

The figure below shows that net notional CDS outstanding as a share of total government 
debt is typically low for most every country of concern, the bighc.st ration being for Russia, 
one of the few countries worldwide that has ever defaulted without later settling their debt 
for some negotiated recoverj' value. 


Net Notional COS Outstanding as » Share of Total Gavemment Debt 

{p«r<cn(> 





The top five CDS counterparties in the U.S. have, for the most part, remained consistent for 
some years now. JP Morgan, Morgan Stanley, and Goldman Sachs have been among the top 
five counterparties in United States CDS markets since 2003. Deutsche Bank joined the top 
five in 2005. Barclays was in the top five in 2007 and 2009, replaced temporarily by Credit 
Suisse in 2008. UBS was among the top five in 2004 and 2005. Credit Suisse and MerriU 
Lynch made the top five in 2002 and 2003, respectively. (Ifitch, “Global Credit Derivatives 
Survey: Surprises, Challenges and the Future,” August 2009) 


Causes of the Greek Debt Crisis 

While it is widely held that unprecedented monetary' and fiscal policy responses of countries 
worldwide have been successful at preventing a worst case scenario repeat of the Great 
Depression, the combination of rising fiscal deficits and continued monetary policy 
accommodation has raised concerns about the sustainability of public finances and feats of 
inflation. 

Presently', the sense that fiscal positions of those countries will remain suppressed for the 
foreseeable future is widely held as inevitable, with ageing populations and pension 
obligations expected to create a further drag on economic growth. “The experience of 
Sweden and Japan in the 1990s confirms that, irrespective of the ultimate success of 
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government intervention, debt-to-GDP ratios are likely to deteriorate significandy in years to 
come.” (Deutsche Bank, Fixed Income Outlook 2010, 11 December 2009) As a result, the 
recent uproar about Greece’s fiscal woes and possible debt default are viewed by many as 
merely a “canary in the coal mine.” 

It is hard to argue that Greece is not to blame for its difficulties. As of December 2009, 
Greece had the highest fiscal account imbalance as a percent of GDP of all the Euro-area 
countries and Britain, at -7.7%, and its projected 2009, 2010, and 201 1 balances were second 
only to Ireland. It is not surprising, therefore, that Greece’s five-year CDS was trading at the 
highest spread of any of those countries at the time, at roughly 300 bps versus an average of 
73 bps for the area overall. (Deutsche Bank, “European SOV risk in transition from 
systemic to specific,” Dec. 9, 2009) 

Greece has long been a candidate for fiscal crisis. “It has run deficits averaging 7.8% of 
GDP since 1988. It spends 7% of GDP on public administration compared to 3% for the 
Eurozone. Its direct tax receipts from personal and corporate income are only 7.2% of GDP 
compared to 13..'5% for the Eurozone. It has a retirement age of sixty-one compared to 
sixty-seven fot Germany. The income Greece gives to pensioners in their first year of 
retirement is equal to 105% of their last year of employment compared to 43% in Germany, 
66.2% in France, and 80.2% in Italy. Greece increased defense spending by 11% last year to 
2.8% of GDP compared to a Eurozone average of 1.7%. Greece has the largest defense 
share of GDP in Europe. Its traditional rival, Turkey, spends only 1.7% of GDP on defense. 
The previous conservative government had a small parliamentat)' majority and raised the 
public sector share of GDP from 45% to 52% in search of votes. The recently elected 
Socialist Part)' had a history of running large fiscal deficits during the 1980s and 1990s.” 
(David Hale "Why Europe Is Reluctant to Rescue Greece?” David Hale Globa! Economics, 
April 14, 2010, Volume 08.08) 

Moreover, Greece has been in default for more than half of its history' as an independent 
country'. Greece defaulted four times in its modern history. The first default occurred during 
the War of Independence during the late 1820s.' The second default came in 1843." The 
third default came in 1893.’ The final default came in 1932,'' (David Hale “Why Europe Is 
Reluctant to Rescue Greece?” David Hale Global Economics, April 14, 2010, Volume 08.08) 


‘ The Greeks had borrowed from Bridsh investors at liigh interest rates and with large commissions. They 
borrowed to finance the construedon of three frigates, but only one was actually delivered after the fighdng 
ended. 

^ The defaults were on loans taken out during tlie War of Independence and to establish a Bavarian prince as 
the new King of Greece in 1832. The funds went to pay for the troops and civil sei^^ants which he brought 
with him from Bavaria. 

^ This default was on loans for projects that were pursued to modernize the countr)' such as for construedon of 
railways, ports, the Corinth Canal, and three battleships for die Navy. Prime Minister Chariiaos Trikoupis 
attempted to slash the interest rates on loans by 70% and raise taxes to repay the loan, but he lost the 1 895 
election. The new government started a war with Turkey owr Crete and suffered a humiliating defeat Tire 
great powers Britain, France, Germany, and Russia then intervened to mediate a peace treaty and offered 
Greece a new loan to pay compensation to Turkey. As a result of this intervention, they also established the 
International Finance Commission to supcr\ds€ Greece’s fisail affairs. It established monopoUes on salt, gas. 
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With such a history, investors ate tight to be suspicious, so that blaming the messenger will 
still not erase the fact of Greece’s difficulties. While the CDS market has taken some time to 
develop, ISDA maintains rightly that “The most commonly traded CDS, including sovereign 
CDS, arc simple and relatively liquid.” Moreover, ISDA points out that modern CDS 
markets are . .far from opaque. Market participants and the general public have teady 
access to data to evaluate market activity. The amount of outstanding CDS and weekly 
transaction activity for the 1,000 largest names [including sovereign CDS] are publicly 
available.” (David Oakley , “Sovereign CDS top ISDA agenda,” FT.com, March 15 2010 
http://v.'W'V'.ft.cotn/cms/s/0/41693c04-3068-1 Idf-bc4a-00144feabdc0.html) 

Moreover, the market for sovereign CDS is much smaller than the underlying market for 
government bonds. ISDA also notes that “The activity and outstanding volumes in the 
Greek CDS market need to be contrasted with the outstanding volumes in the Greek 
government bond market, which exceeds S400bn. None of the data can possibly lead to a 
conclusion that a market of S9bn can dictate prices in the S400bn government market.” 
(David Oakley , “Sovereign CDS top ISDA agenda,” FT.com, March 15 2010 
http;//www.t't.com/cms/s/0/4169,3c04-3068-I Idf-bc4a-00144feabdc0.html) 

So while some still express concern that the CDS tail is wagging the Greek dog, it is hard to 
conclude - given the weak fiscal situation, the dire need for spending cuts, and the miniscule 
size of the CDS “tail” - that CDS markets are to blame for the Greek drama, or are even 
magnifying the situation to any substantial degree. Of course, as of this hearing, Ireland, 
along with Italy and Portugal, are being pressured sirnilarly, for similar reasons. 


Market Participants and Historical Default Rates 

Defaults are nothing new, even for sovereign entities and municipalities. There exists a long 
history of defaults throughout world, as well as U.S., history. George H. Hempel (The Poshi'tir 
Quality of State and Ljoea/Debt, NBER 1971) provides the definitive guide to the history of 
U.S. state and municipal defaults. Between 1839 and 1929, a significant number of U.S. state 
and municipalities defaulted, culminating in spikes associated with the crisis and recovery 
decades of the 1870s and 1890s-19003, as well, as the 1920s. 

While those periods culminated in annual defaults totaling around sixty per annum (even if 
persisting for several )'eats around that peak), the period 1933-1942 saw an increase in the 
magnitude of defaults to peaks in the thousands. By 1933, recorded defaults approached 
2,000, and by 1935 and 1936 they were in the range of roughly 1 0,000, per month, across ail 
sectors and categories. 


matches, and playing cards and tariffs on Piraeus Harbor to raise funds for repaying Greece’s debt. The IFC 
maintained an office in Athens undl 1978. 

^ This default resulted from the Great Depression and the need to accommodate a large influx of refugees from 
Turkey after 1923. 
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By 1938, there existed consistent reporting of municipal and state defaults that recorded 
some 353 defaults totaling $210 million between 1938 and 1966, leaving behind $134 million 
of recoveries and just over $76 million in admitted losses. 

More recently, S&P reports that the five-year transition rate for AAA- rated local and 
municipal debt over the period 1975-2009 was 27.4%, witli 10.9% of that resulting from 
ratings that were withdrawn and 16.4% resulting from ratings that were downgraded (almost 
exclusively to ArV). For local and municipal debt initially rated BBB, only 48.9% remained 
BBB at the end of the five-year period. 12.9% had been upgraded to A, and 11.8% 
downgraded to BB and B. 26.4% of initial BBB ratings had been withdrawn, completely, 
(http;// www.standatdandpoors.com/tatings/articles/en/us/?assetID=l 245207200986) 
S&P reports that the sovereign speculative grade rated fifteen-year default rate over the same 
period was 29.66%. 

(http;//www.standardandpoots.com/ratings/atticles/ca/us/.^assetID= 1245207089474) 
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Flempel further demonstrates that what wc are experiencing today in Greece, as well as 
among some state and local entities in the U.S., is all too common. The table above shows 
that states with serious default problems after the Great Depression had taken on far mote 
debt in the previous ten years than states that had no defaults. While debt for all entities rose 
in the Great Depression, the per capita net debt increase for states with serious default 
problems rose an average of 90.1% over the previous ten-year period, while that for non- 
defaulting states rose only 77.3%. Net debt per $1000 of assessed valuation for defaulting 
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states rose an average of 78.5%, compared to 69.71% for non-defaulting states. Hence, even 
historically, default is not a threat without a substantial debt load. 

StUl, although the need for CDS on sovereign and municipal debt may be justified, the 
market remains in what you could characterize as the middle stages of development. As 
recently as 2003, relatively few market patlicipants traded in credit derivatives. “In 
December 2003, according to the OCC, only 26 out of more than 2,200 U.S. commercial 
banks participated in the credit derivatives market as protecdon buyers; 16 acted as 
protection sellers. The seven most aedve domestic banks in tire U.S. credit derivatives 
market accounted for 98% of the total volume originated by U.S. banks.” (Deutsche Bank, 
“European SOV risk in transition from systemic to specific,” Dec. 9, 2009) 

High concentradon results in substantial individual counterparty risk concentration and 
exposure. With some obligations (usually reference debts without investment-grade status), it 
can be difficult to find a counterpart)' at any given time. ‘This is especially true when the 
market is under strain. At such times there is a danger that trading may be impossible - 
which also means tliere can be no reb'able [market] pricing.” (Deutsche Bank, “European 
SOV risk in transition from systemic to specific,” Dec. 9, 2009) 

That concentration has raised the specter of counterparty default as a major systemic risk. 
Nonetheless, counterpart)' bankruptcy - as demonstrated in the recent crisis - is extremely 
unlikely. Similarly, while a major market parddpant may withdraw voluntarily for strategic 
reasons, this is also unlikely in a market that is growing steadily as more and more banks and 
other financial sendees providers join. The more likely adverse scenario - one that we did 
see demonstrated in the crisis - is that concentradon intensifies due to mergers and 
acquisitions among the top market participants, constraining countetpatty choice and risk 
even more acutely. (Deutsche Bank, “European SOV risk in transition from systemic to 
specific,” Dec. 9, 2009) 

As sovereign and municipal CDS markets mature, however, it is expected that new entrants 
will gready reduce the existing market concentration. It can reasonably be expected that, “in 
trading, though, a certain degree of concentration will remain, as high sunk costs are a 
barrier to the market entc)' of new participants.” (Deutsche Bank, “European SOV risk in 
transition from systemic to specific,” Dec. 9, 2009) Hence, while risk may decline among 
individual market participants, it may rise at the central counterparty clearing entity 
envisioned in regulatory' reform. Recently, the IMF has opined that the magnitude of risk to 
be assumed at the proposed CCP is of an order of magnitude in the neighborhood of some 
$200 billion. That estimate should not be dismissed. 


Implications of Sovereign CDS Market Growth for Sovereign Issuers and PubHc 
Policy 

Some have pointed to CDS as creating problems for sovereign debt financing. It is hard, 
however, to see the case. While CDS provide transparency by aggregating market views of 
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the probability of default and recovery, CDS - in and of themselves - do not create 
additional volatility to those views. 

Tile view of CDS as creating volatility comes from observations that CDS spreads can widen 
quickiy before a credit event, reflecting demand from CDS protection buyers. Since the cash 
bond market may be illiquid cash bond prices may not move, creating the illusion of stability 
against which CDS market volatility looks odd. In that case, however, CDS markets are 
really providing a more continuous pricing of the risk behind the debt, thetefore yielding a 
mote "market efficient” view of the evolving potential for a particular credit event or set of 
credit events. 

Some of the fear arises because CDS markets may be dominated by fast-moving hedge 
funds, while cash bond markets are dominated by buy-and-hold real money investors. The 
signals from the two markets may therefore be at odds during distress. Academic and 
practitioner literature has shown that pricing between the two can diverge, creating even 
mote fear that something amiss is going on. 'fhat divergence, however, has been shown to 
be bounded by some fundamental institutional and value differences between CDS and the 
underlying debt contracts. 

The problem is that while default probability is rising, probable recovery is falling. Hence, 
CDS spreads move in magnitudes greater than mere default probability alone, leading some 
to cite the volatility as an untoward aspect of CDS prices. But while this observation serves 
as a warning against using fixed recovery expectations, it should not serve as an argument 
against CDS, altogether. In situations where expected recoveries are scant, it merely means 
that more complex models of stochastic recoveries need to be taken into account in 
valuation and margining. 

Recover)' rate assumptions are less of a problem for sovereigns, however, as sovereigns have 
the power of taxation to (eventually) mitigate investor losses. As a result, sovereign CDS 
spreads are not as volatile as corporate and financials, mitigating industry and regulator)' 
concerns. Of course, the sovereign could also inflate away their debt value in a purposeful 
currency devaluation, particularly developing countries. Wliile such action would 
undoubtedly increase CDS volatility, it is hard not to argue that the increased CDS volatility 
that would arise from such expectations would not be appropriate. 

At the end of the day, many feel that . .any assessment of whether CDS prices are 

appropriate is bound to he essentially anecdotal The track record is too short and the 

number of credit events is too low to provide a reliable basis.” (Deutsche Bank, “European 
SOV risk in transition from systemic to specific,” Dec. 9, 2009) Moreover, problems due to 
purportedly or even actually unreliable pricing models should not be seen as too important 
in the medium term. They are a natural evolutionary implication of adolescent financial 
market products; similar problems were observed in the eariy days of interest rate and 
currency derivatives, yet did not automatically lead to market failures or inherent instabilities. 
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Moreover, the absence of a generally accepted pricing model used by all market participants 
at the present stage of market development can be a good thing, reducing the danger that the 
industrj' and regulators coalesce around an inaccurate measure of market risk and/or value. 
When a single model is accepted by all market participants, all respond in the same way to 
signals from that model. Hence, uniform risk models can lead to herd behavior, with market 
pardcipants interpreting market developments in the same way and taking similar acdon. 
Herding around inaccurate models can lead to market instabilit)'. \%en markets are strained, 
such herding can precipitate unnecessary crises, such as the 1 987 stock market crash. 

Indeed, in the recent crisis overreliance on value-at-risk (VaR) models led to considerable 
strain when it became known that those models were clearly inadequate. Approximately 60% 
of the surt'ey pardcipants in Fitch’s most recent Global Credit Derivatives Surt'ey 
acknowledged as either very important or critical the need to recalibrate VaR models to take 
account of data shortcomings and stressed market condidons, compared with 45% in the 
previous year. (Fitch, “Global Credit Derivatives Surt'ey; Surprises, Challenges and the 
Future,” August 2009) That concern, combined with the proposed regulatory changes to 
capture jump-to-default and migradon risk within VaR models is clearly going to increase 
the cost of trading credit derivatives and consequently may have an impact on volumes and 
bid-offer spreads. 

In fact, Fitch also reported that, “The bluest change in risk management issues over [2008- 
2009] relates to the reduced reliance on models and the increasing use of more qualitadve 
forms of analysis to supplement models. This is indeed a welcome change and should be 
viewed as a positive from a risk management perspeedve.” (Fitch, “Global Credit 
Derivatives Survey: Surprises, Challenges and the Future,” August 2009) It would be foolish, 
thccefore, to force a new model upon the industry' before research has shown a reasonable 
degree of convergence in measuring CDS risk and pricing. 

Interestingly, it should also be noted that, “45% of the respondents in the Fitch survey 
disagreed or strongly disagreed with the view that the availabilit)' of CDS had lowered loan 
underwriting standards with 27% being undecided.” That observation supports the view that 
institutions use CDS primarily as a trading instrument and as a means of taking a position in 
the credit markets rather than as a hedging tool for their loan books. (Fitch, “Global Credit 
Derivatives Survey: Surprises, Challenges and the Future,” August 2009) 

Last, it should be noted tliat little of the above is relevant to CDS written on U.S. Treasury 
debt. The market for CDS on U.S. sovereign debt is not especially large — §11.1 billion in 
gross notional and 32.2 billion in net notional amounts. The reason is simple: a U.S. Treasury 
default would have dire implications for world economic growth and currency values. As is 
true for the OTS market in general, the major dealer-banks ace the market makers for U.S. 
CDS. U.S. dealers generally do not participate in the CDS market on U.S. Treasuries because 
the market realizes that buying credit protection on die U.S. from a U.S.-based bank is 
probably a futile endeavor for if the U.S. cannot meet its obligations, neither would the U.S.- 
domiciled dealers. Similar effects are being demonstrated among Greek banks, today. 
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Nonetheless, some U.S. CDS contracts are denominated in Euros in order to avoid the 
currency risk implications of a U.S. default, instilling elements of quanto risk. In the end, it 
just doesn’t make sense to use U.S. bank-issued CDS as a hedge against a U.S. credit event. 
Still, some uses for such CDS could be to hedge against rising credit spreads, generally, 
managing a country risk limit, or betting on rising credit spreads. In all cases, however, the 
protection provided by the CDS is fully expected to expire worthless. (Singh 2010, 
forthcoming) 


Regulation of CDS Markets and Relevance to Congressional Regulatory Reform 

like most OTS market, the CDS market does not lack regulation, merely government 
regulation. Over the development of CDS markets, regulation and standardization has been 
imposed by ISDA, the International Swaps and Derivatives Association. Such industry-based 
regulation has promoted both domestic and cross-border standardizadon that efficiently 
fosters industry' development. 

In 1999, the Internadonal Swaps and Derivadves Associadon (ISDA) first drew up standards 
for trading in credit default swaps that are now included in most CDS contracts. In mid- 
2003 a revised version of the ISDA rules came into effect, integradng earlier amendments 
and clarifying a number of addidonal points. Importandy, the 2003 rules took into account 
regional differences in debt restructuring used in Asia and Japan (“full restructuring”), the 
USA, Australia and New Zealand ("modified restructuring” or mod-R), and Europe 
("modified modified restructuring” or mod mod-R). The 2003 rules ate also more specific 
regarding guarantees and the conditions that trigger a debt repudiadon or moratorium in the 
case of emerging market sovereign credit derivadves (e.g. EM sovereign CDS). (Deutsche 
Bank, “Credit derivadves; effects on the stability of financial markets,” Current Issues, June 
9, 2004) 

The year 2009 brought significant new developments in ISDA regulation for CDS. Recent 
ISDA regulator)’ changes in the March/April 2009 Big Bang protocol included further 
clarification on credit events by means of a determinadon committee that issues binding 
classifications where necessary. Addirionally, the March/April Big Bang provided for 
standardized auedon setdement in case of credit event where significant cash bond market 
dislocations exist. 

In June 2009, ISDA introduced new market convenuons for many products, including 
standard coupons for North America and Europe (25/100/500, upfront fee, full first 
coupon, recovery rate for calcuJadon is set at 40% on industrial and sovereign). In July, 2009 
ISDA’s "Small Bang” protocol introduced rules for auedon setdements applied to a 
restructuring. In September 2009, ISDA standardized coupons for EEMEA (100/500) with 
upfront fees, provided for quarterly coupons previously semi annual), and set a fixed 
recover)' rate, 25% (EEMEA) for calculadon. All of those changes were designed to make 
CDS more standardized, especially to facilitate central clearing. 
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Nonetheless, it can be argued that the ISDA efforts remain incomplete, although in my view 
necessarily so as this is an evolving market. In the context of the Greek crisis, it is known 
that many Greek sovereign CDS positions were taken (intentionally) outside the main 14 
dealers who have to report to DTCC. Moreover, the DTCC, due to its ownership structure, 
is not willing to share information with European regulators due to concerns that 
confldentiaUty restrictions in different countries could lead to cross-border litigation. While 
some of the known transparency issues may improve via CCPs, moving the critical mass of 
OTC derivatives from the dealers’ books to the CCPs is the primary' effort, not transparency, 
per sc. The proposed regulatoiy reforms do not address directly sovereign CDS. Hence, a lot 
of these issues will remain unaddressed for the foreseeable future. 

Overall, the darker that a CDS buyer may deliberately trigger a credit event remains 
theoretical. There are no known cases of adverse behavior that had directly impacted debt 
borrowers because those borrowers are known to he struggling financially, anyway. 

In summary, the CDx market in general was subject to an unprecedented number of defaults 
in the latter half of 2008. The consensus view of all Fitch’s 2009 Global Credit Derivatives 
Survey participants was that . .the auction-based protocol mechanism set up by the 
industry' funedoned effectively. The participants also pointed out that the effectiveness of 
the mechanism was dependent on cooperation and consensus from all market players, 
adequate transparency, reliable supporting infrastructure and the commitment of sufficient 
resources from all plaj'ers. While all credit events were dealt with in an orderly manner with 
no major disruptions, one notable feature of most settlements was that net cash settlement 
amounts were a fraction of the notional amounts outstanding. 94% of participants also 
noted that there were no major differences bertveen the settlement processes of Europe and 
the U.S, Survey participants would like to see greater standardization and were supportive of 
the mot'C to hardwire the auction settlement terms, centralize infrastructure facilities and 
standardize procedures in determining credit events.” (Fitch, “Global Credit Derivatives 
Survey: Surprises, Challenges and the Future,” August 2009) 


Additional Policy Implications 

While my opinion is that the sovereign CDS market is working smoothly, some elements 
could still use reform in seeking standardization and maturity'. For instance, starting April 8, 
2009, with the Big Bang ISDA protocol both CDX and individual CDS will not include 
restructuring (for U.S. issuers). CDS on European issuers like Greece still include the 
restructuring clause. That means the CDS prices in different countries still mean different 
things, which will hinder coordinated industry development of pricing models and 
applications. 

Moreover, while CDS price dymamics will appear to be unusual for some time to come, that 
is to be fully expected given the nature of the contracts. Financial markets are deleveraging 
and that deleveraging will be reflected in sovereign and other CDS markets. As the private 
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sector shrinks and de-risks its balance sheet, sovereign entities are taking the other side of 
the trade to avoid a depression, necessariljr weakening their fiscal conditions in doing so. 

Negative basis — where CDS trade at levels below the cash value of the corresponding credit 
risk — is the price paid to rotate credit from levered investors (such as hedge funds, private 
equit)’) to real money investors (insurers, pension funds, institutional investors etc). The only 
way to do that is to sell assets from the “lec'ered” part of the global financial system to the 
“unlevered” part (i.e. to cash investors). The negative basis that existed in the U.S. until late 
January 2009 therefore suggested pressures to reduce iec'erage exceeded the demand for cash 
bonds. 

Bank balance sheets (already weakened by sub-prime losses) could not fund addidonal cash 
bond inventory, including even AAA rated bonds. The highly levered “shadow” banking 
system was no better off, their collective capital base being insufficient to cope with the 
losses stemming from the steepest fall in asset prices. Thus, leverage had to come down 
(especially by hedge funds), but it had nowhere to go. As a result, a market premium (lower 
price) developed for cash bonds relative to higher priced CDS, the negative basis. Such 
sizable dislocations (negative basis) during distress is unusual. Again, however, the CDS is 
just reflecting market dynamics, not dictating those dynamics. 

In sum, therefore, I am not convinced sovereign CDS deserves its current negative press, 
and fear that a ban or restriction on trading could easily backfire. Bans on trading activity 
tend largely to reduce liquidit)', farcing a reversion to a world where sudden and unhedgeable 
price jumps occur when infonnation about underlying fundamentals is occasionally priced 
into an illiquid market — that is, when someone finally trades. Sovereign CDS provides an 
efficient way to trade - and to hedge - credit exposures to governments, as well as a more 
continuous way for governments to “poll” their fiscal decisions more continuously in the 
marketplace. If governments do not like that transparency, it seems they doth protest too 
much. 
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Chairman Kanjorski, Ranking Member Garrett and Members of the Committee: 


Thank you for the opportunity to testify today regarding credit default swaps ("CDS") and government 
debt. The International Swaps and Derivatives Association, or ISOA, was chartered in 1985 and has over 
820 member institutions from 56 countries on six continents. Our members include most of the world's 
major institutions that deal in privately negotiated derivatives, as well as many of the businesses, 
governmental entities and other end users that rely on over-the-counter derivatives to manage 
efficiently the financial market risks Inherent in their core economic activities. 


Introduction 

Since its inception, ISDA has pioneered efforts to identity and reduce the sources of risk in the 
derivatives and risk management business through documentation that is the recognized standard 
throughout the global market, legal opinions that facilitate enforceability of agreements, the 
development of sound risk management practices, and advancing the understanding and treatment of 
derivatives and risk management from public policy and regulatory capital perspectives. Among other 
types of documentation, ISDA produces definitions related to CDS, 
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The Role of CDS 

CDS provide a simple device for banks and other lenders to hedge the risks associated with lending to a 
particular company, industry or other counterparty, including government entities. A CDS is a derivative 
contract based on one or more assets (e.g., a corporate loan or bond), in which the protection buyer 
pays a fee, typically on a quarterly basis, through the life of the contract in return for a payment by the 
protection seller upon the occurrence of a pre-specified credit event relating to a company (e.g., 
bankruptcy). If no pre-specified event occurs during the life of the transaction, the seller will retain the 
quarterly payments as compensation for assuming the risk. 

Although not nearly as widespread as CDS related to corporate exposures, many institutions also use 
CDS to hedge the risks associated with lending to a sovereign nation or other governmental entity. 
Sovereign CDS are similar to corporate CDS, but they are based on government-issued debt and 
subject to a different set of credit event triggers, such as the government's moratorium on 
payment of its debt. A significant portion of corporate CDS trading is based on indices, while 
sovereign indices have only recently been developed. 

In addition to providing basic credit risk protection, sovereign CDS have become more widely used in 
recent years because they can provide significant value to hedgers of country-specific risk and can 
increase liquidity in the underlying debt. They also have often been the best way to express a view on 
credit in troubled times when cash and securities markets have seized up. When credit is perceived to 
be overpriced, market participants may look to buy protection. Conversely, when credit is perceived to 
be underpriced, market participants may look to sell protection. 
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Risk Mitigation 

Generally speaking, CDS, whether related to corporate or sovereign debt, help to mitigate credit risk for 
investors and lenders. Unlike corporate CDS, however, sovereign CDS can also provide effective hedges 
against the broader economic risk related to a particular country. As the International Monetary Fund 
(''IMF'') noted recently, "Sovereign CDS is not only 'credit insurance,' but another tradable instrument in 
the risk management tool kit."* As a result, investors may use sovereign CDS for a variety of risk 
management purposes. For example: 

• International banks that extend credit to corporations and banks located in a particular country 
may use sovereign COS to hedge credit or counterparty exposures or to provide country-level 
risk diversification. 

• Investors in the debt or equity of companies in a specific country may use sovereign CDS as a 
"proxy hedge" against potential systemic shocks that would reduce the value of their positions. 
It is our understanding that earlier this year proxy hedgers were significant buyers of Greek 
sovereign CDS because individual Greek bank CDS were much less liquid. 

• Investors with large real estate or other corporate holdings in a country may similarly use 
sovereign CDS. 

• Portfolio managers may use sovereign CDS to hedge against country, liquidity and market risk 
related to a portfolio comprising debt or equity positions and to better diversify their portfolios. 

• Large banks, which typically do not require highly-rated sovereign entities to post collateral for 
swap arrangements may use sovereign CDS to hedge against the risk posed by these 
uncollateralized exposures. 

• Banking supervisors and Central Banks use the price signals provided by the CDS market to 
assess default risks in the financial system. 

' Global Financial Stability Report: Meeting New Challenges to Stability and Building a Safer System, International 
Monetary Fund, April 2010. p. 51 
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Liquidity 

Ultimately, CDS increase liquidity in the banking industry because they enable banks to manage the 
credit risk inherent in lending. Because CDS limit the bank’s downside risk by passing it on to parties that 
seek such exposure, banks are able to lend more money to many more entities. CDS thus significantly 
expand borrowers' access to capital from bank lending, and reduce the cost of that borrowing. 

Market Transparency 

CDS also serve a valuable signaling function. CDS prices produce better and more timely information 
about the entities for which a CDS market develops because CDS prices, unlike the credit ratings 
published by rating agencies, are more sensitive to market-based information about an entity's financial 
health. CDS prices reveal changes in credit conditions and can provide insight to bankers, policymakers, 
investors and others about credit in real time, making it easier to manage and supervise traditional 
banking activities. The trend toward basing term loan pricing on CDS spreads as opposed to credit 
ratings illustrates the increasing value lenders place on CDS pricing information. While this signaling 
function provides additional useful information regarding an entity's financial health, it is important to 
note that sovereign CDS spreads closely track government bond spreads, whether by reference to LIBOR 
or to other sovereigns. 

Market participants and the general public have ready access to publically available data to evaluate the 
CDS market. The financial press provides extensive information regarding CDS activity and the amount 
of outstanding CDS and weekly transaction activity for the 1,000 largest names (including sovereign CDS) 
are publicly available through the website of the Depository Trust Clearing Corporation's ("DTCC's") 
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Trade Information Warehouse.^ Separately, policymakers have access to data on a transactional level to 
enable them to monitor and evaluate market activity. 

Si2e of the Sovereign CDS Market 

The sovereign CDS market is much smaller than the government bond market. Gross sovereign default 
protection equals $2 trillion in notional value, or 6 percent of the overall global government bond 
market of $36 trillion. Actual net sovereign CDS notional amounts^ are much smaller, $196 billion or 0.5 
percent of government debt.** Similarly, the sovereign CDS market is much smaller than the corporate 
CDS market, which includes many index trades. Among single name trades, sovereigns are 
approximately 15 percent of trades on a gross basis and less than 20 percent on a net basis. 

Although these numbers appear on their face to be extremely large, it is important to note that 
"notional" amounts are not truly reflective of the risks posed by this type of financial instrument. For 
example, the notional amount of a derivative contract refers to an underlying quantity upon which 
payment obligations are calculated. Notional amounts are an approximate measure of derivatives 
activity and reflect the size of the field of existing transactions. For CDS. this represents the face value of 
bonds and loans on which participants have written protection; the exposure under a CDS contract is in 
fact a fraction of the notional amount. For example, according to the OTCC when Lehman Bros, failed 


^ See, www.dtcc-CQm/products/derivserv/data/index.php . 

^ Net notional is the aggregate net position (protection bought less protection sold) of each market participant 
and, in effect, reflects the open interest in the CDS of a particular company, country or index. It is not a measure of 
the amount at risk, which would typically be a fraction of the net notional, but it does give an indication of the 
magnitude of net protection bought on a company, country or index. Net notional positions generally represent 
the maximum possible net funds transfers between net sellers of protection and net buyers of protection that 
could be required upon the occurrence of a credit event relating to particular reference entities. (Actual net funds 
transfers are dependent on the recovery rate for the underlying bonds or other debt instruments.) 

^ Global Financial Stability Report: Meeting New Challenges to Stability and Building a Safer System, International 
Monetary Fund, April 2010. pp. 49-50 
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the "notional" amount of CDS which referenced Lehman was roughly $72 billion dollars. The actual 
money that exchanged hands, however, was 7 percent of that total, or a little over $5 billion. 

The one recent experience of a sovereign credit event was when Ecuador defaulted on its debt in 
December 2008. An auction to value Ecuador debt was held, and CDS related to Ecuador settled 
uneventfully. 

As the above example illustrates, the transfer of payments under CDS contracts is nowhere near the 
magnitude often popularly portrayed. In addition, market data clearly shows that open CDS positions 
are a small fraction of total turnover and, in practice, of an issuer's outstanding bonds and loans. For 
example, the net notional amount of CDS on Greek debt is less than 2 percent of the principal amount of 
outstanding Greek debt. This reflects the overall role of derivatives generally, to adjust risk positions at 
the margin. At the same time, for large Investors, the mere availability of CDS gives them more 
confidence to take on bond positions, since they can use CDS in the future to hedge against emerging or 
unforeseen risk. 


Oversight of the CDS Market 

For years, ISDA has worked with policymakers, financial regulators, legislators, and governments around 
the world to establish a sound policy framework for swaps activities. In March 2010, ISDA jointly 
submitted a letter with a number of market participants and industry groups to global financial 
supervisors. The letter was the sixth in a series that publicly details how the industry will work to further 
strengthen the robustness of the derivatives market infrastructure, improve transparency and build a 
more resilient risk management framework. I have included a copy of the letter as an attachment to 
my written testimony. 
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As a result of these and other industry efforts, currently 93 percent of the clearable CDS market is 
cleared through a central clearinghouse, which benefits the market by reducing the systemic risk 
associated with counterparty credit exposures and providing enhanced liquidity and price discovery by 
means of standardization and centralized trading. 

In addition, as noted above, market participants, along with the DTCC, publish aggregate market data 
consisting of outstanding gross and net notional values of CDS contracts registered in the DTCC's Trade 
Information Warehouse for the top 1,000 underlying single-name reference entities and all indices, as 
well as certain aggregates of this data on a gross notional basis only. The financial press also provides 
valuable CDS market data on a regular basis. 

CDS and Market Manipulation 

Over the past several months, the use of sovereign CDS has received scrutiny as some have suggested 
trading in sovereign CDS could be responsible for putting pressure on government bond markets. The 
data suggest otherwise. 

First, the majority of sovereign CDS investors likely are hedging legitimate economic risks, not 
speculating, even if they do not own the actual asset referenced in the COS. With CDS, those who have 
credit risk can buy protection and transfer the risk to the ultimate sellers of protection, who wish to 
assume that risk. 

Second, the size of the sovereign CDS market remains relatively small compared with the overall 
government debt market, making it unlikely that CDS trading volumes can have a significant effect on a 
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country's overall debt spreads. The chart below illustrates that, even among countries under economic 
pressure, the ratio of CDS to government debt remains low. 


Ratio of Net CDS to Gross External Debt 
{Genera! Government) 

Amounts in billions (as of September 2009). 

Sovereign 

Net CDS 

Gov't 

Debt 

CDS/Debt 

(%) 

Germany 

Sl2 

$1,601 

0.7 

Greece 

$8.3 

$426.8 

1.9 

Italy 

$22.4 

$2,295.8 

1.0 

Portugal 

$7,7 

$226,3 

3.4 

Spain 

$13.1 

$848.1 

1.5 

U.K. 

$3.4 

$1,108 

0.3 


Sources: DTCC and the Bank for International Settlements 


Third, sovereign CDS may actually serve to moderate downward pressure on troubled countries, as, 
absent a liquid sovereign CDS market, hedgers of risks attributable to a government bond or other 
assets related to the country would instead move to short or sell any bonds or other country-related 
assets, putting additional and more substantial pressure on the country and its economy. Lenders and 
investors would also likely charge higher risk premiums for corporations and banks located in the 
country, raising the cost of borrowing for these entities. 

Finally, bond and CDS markets are not completely correlated and, in reality, neither may provide a 
particularly good estimate of the long term probability that the underlying bond issuer will default. 
Bond spreads are driven in part by liquidity risk (i.e., how hard the bond is to sell), funding risk (i.e. the 
availability and cost of secured funding for the bond) and the volatility of the bond spread itself. In 
contrast, CDS spreads include compensation for the liquidity of CDS, and for the volatility of the CDS 
spread. Both markets are driven by the balance of buyers and sellers, many of whom may not have a 
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fundamental view of the likelihood of default. Thus while both the CDS and bond markets allow 
participants to meet economically useful risk taking and risk management objectives, spread 
movements should not be seen as driven by changes in the perception of the probability of default 
alone. 

It is also important to note that the economiceffect of buying a CDS can be achieved by selling 
underlying bonds short, doing a "reverse repo" on the bond and entering into an interest rate swap to 
mitigate interest rate risk on the bond.^ CDS have proved to be a more efficient and cost effective way 
to achieve the same effect. 


^ At the end of the first quarter of 2010, outstanding reverse repos on U.S. debt (government and corporate) 
totaled $1,857 trillion. 
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Testimony of Dr. Anthony B. Sanders 

Before the House of Representatives Subcommittee on Capital Markets, Insurance, and 
Government Sponsored Enterprises 
Topic: "Credit Default Swaps on Government Debt: 

Potential Implications of the Greek Debt Crisis" 

April 29, 2010 

Mr. Chairman, and distinguished members of the Committee, my name is Dr. Anthony B. 
Sanders and I am the Distinguished Professor of Finance at George Mason University and a 
Senior Scholar at The Mercatus Center. It is an honor to testify before the House of 
Representatives Committee on Financial Services today. 


The Greek Debt Crisis 

On November 5, 2009, Reuters published a story entitled "Greek debt to reach 120.8% of GDP 
in '10."' Everyone around the globe is aware of how Greece's excessive debt fiasco could lead 
to a meltdown of the European economy at "only" 120% of GDP.^ Things became even more 
critical when Greece discovered it had overlooked $40 billion more - markets do not like 
surprises. 

These stories about the Greek economy beg the following question: Was the cause of 
the Greek fiscal collapse perpetrated by credit default swaps (CDS) or was it the out of control 
spending and borrowing by the Greek government that led to Greece being, in popular 
parlance, "broke?" 

' htto://www.reuters.com/artide/idUSATH004964200911Q5 

^ On April 27, 2010, it was revealed that S&P has cut the ratings for both Greece and Portugal. Spain is also is deep 
trouble. http://www.marl<etwatch.com/storv/us-stocks-tumble-after-sp-cuts-ereece.portugal-diia.ofT128.2010- 
04-27 
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Credit Default Swaps (CDS) 

The most common type of credit derivative is the credit default swap (CDS). A CDS is simply an 
exchange of a fee in exchange for a payment if a "credit default event" occurs. With a CDS, the 
Investor does not take price risk of the Reference Asset (such as Greek government debt), only 
the risk of default. The Investor receives a fee from the Seller of the default risk. The Investor 
makes no payment unless a credit default event occurs.^ CDS are traded in basis points (100 
basis points equal 1% in interest rates). As the risk of default increases, the credit rating will 
decrease which raises the price for protection and widening the basis point spread at which a 
CDS is trading. 

Credit default swaps (CDS) play two important roles in the market for credit. First, they 
facilitate liquidity by allowing investors to hedge against negative outcomes (e.g., defaults) and 
second, CDS provide vital information to other market participants about the risk of a particular 
investment. This price (or spread) conveys information to potential investors, communicating 
the level of risk involved in an investment, and helping them to make a more informed and 
prudent investment decision. Restricting either of these roles risks making credit less widely 
available and markets less transparent. 

Credit default swaps (CDS) are the current "villain de jour" in the Greek debt fiasco. The 
Greek crisis is the result of massive government spending and debt issuance to fund the 


^ See, for example, http://www.tavakoli5tructuredfinance.com/CDS.odf 
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spending. In fact, CDS on Greek sovereign debt actually served a positive role: it alerted 
everyone around the globe that Greece was in a credit death spiral."^ 

CDS is often misunderstood. Essentially, CDS allows investors to hedge their positions in 
debt {in this case, default of Greece's sovereign debt). An investor may hold Greek sovereign 
debt (long) and may want to fully or partially Insure against default on the debt.^ 

By limiting or abolishing CDS, you not only decrease liquidity for investors (which we 
know is a terrible idea), but you actually decrease liquidity in the underlying asset, in this case 
Greek sovereign debt.^ To state it differently, how many investors are willing to go long on 
Greek debt if they were forbidden or curtailed from purchasing protection on the downside? 

As can be seen in Exhibit 1, the CDS spreads started to increase in October and 
November, 2009. By December 2009, CDS spreads widened dramatically. Of course, the 
spreads widen even more In January and February signaling the seriousness of the Greek credit 
crisis. As Peter Wallison has pointed out, "A widening of a reference entity's CD spread will alert 
investors that they should investigate risk-taking more fully before advancing funds."^ So, CDS 


'* It is not necessarily the sudden inability to make payments on outstanding debt that causes default, but the 
inability to fund maturing debt with new debt. The issue instead is whether new debt can be sold at all and at what 
interest rate on the rollover date which could send interest costs upwards. 

^ As a rule, fixed income investors are not speculators. What they are trained to do is evaluate risk, demand a risk- 
based return and a return of principal. What they have difficulty doing is evaluating unknowns, such as what will 
Greece likely look like over the entire length of the holding period. The greater the degree of uncertainty, the 
greater the return they will demand. Rather than demanding that Greece pay higher interest rates, those who 
were most concerned can purchase insurance against this uncertainty with CDS just like anyone else who buys 
insurance is limiting their risk. Since the alternative was higher interest rates, CDS actually saved Greece money 
over the years. 

® Rene Stulz has argued that eliminating over-the-counter trading of credit default swaps could reduce social 
welfare and were not responsible for the recent financial meltdown In the US. See 
http://Dapers.ssrn.com/sol3/papers.cfm7abstract id=1475323 

^ Peter Wallison, "Everything You Wanted to Knowabout Credit Default Swaps— but Were Never Told," American 
Enterprise Institute, December 2008. 
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actually serve a public purpose by providing credible information about evolving risk in 
sovereign debt markets. 

Consider further "The Greek Surprise!" when on April 2, 2010, a story in the press 
revealed that "Greece "Discovers" $40 Billion of Previously Unknown Debt, CDS Widens." For a 
country that is already in deep trouble in terms of making its debt payments, the discovery of 
another $40 billion of debt came as a rude surprise to those that invested in Greek debt. Notice 
in Exhibit 1 how Greek CDS spiked around the time of the revelation of $40 billion in 
undiscovered debt. Markets reacted swiftly to the news, which indicates 1) the value of having 
CDS as a credit monitoring device and 2) the importance of fully disclosing the debt that a 
country is obligated to pay. 

There have been recommendations that CDS be abolished, regulated or controlled. 
Regulation should set good standards against fraud and deceptive behavior, but should avoid 
tinkering with particulars because, as Ian Malcolm said in Jurassic Park, "Life will find a way." 
The same thing is true for risk management and investing. Financial markets evolve 
independently and are often hindered rather than helped by regulation. Alan Greenspan has 
stated in U.S. Senate testimony that 'The market will continue to force change whether or not 

Congress Act Without Congressional action changes will occur through exploitation of 

loopholes and marginal interpretations of the law that the courts fee obliged to sanction. The 
type of response to market forces leads to inefficiencies As we know, it would be fairly easy 


^ Statement by Alan Greenspan, Chairman Board of Governors of the Federal Reserve System before the 
Committee on Banking, Housing and Urban Affairs, U.S. Senate, June 17, 1998, in reference to H.R. 10, Financial 
Modernization, page 1. 
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to create a new security or instrument that would be one or steps ahead of the regulators, but 
provide the hedging that investors demand. 

Focusing on the instrument as the cause of a problem, in this case CDS, misses the real 
culprit: the behavior of the underlying asset. With Greece, CDS reacted to the behavior of the 
underlying asset - Greek sovereign debt. Just as in the housing crisis, CDS have been blamed for 
exacerbating the crisis but really it was the behavior or the underlying asset - mortgages - that 
was at issue. If you're looking to place blame, don't blame the instrument; blame the behavior 
of the underlying asset. Greece hid its debt. Markets found out and reacted appropriately. This 
is a lesson that we would do well to learn in the U.S. 

Fannie Mae, LBJ and Hiding the Debt from the Public 

Our own sovereign debt has a "Greek surprise" component to it. It's called the GSE and Agency 
debt.® As Secretary Geithner tried to emphasize in a recent House hearing, the Federal 
government's support to Fannie and Freddie, "does not change the legal status." In addition, he 
stated that "The corporate debt of the GSEs is not the same as U.S. Treasuries, nor should it be 
considered sovereign debt."“ 

Secretary Geithner went on to say that he wanted to eliminate the "ambiguity" over the 
government's involvement in mortgage finance companies Fannie Mae and Freddie Mac. 1 
agree completely with Secretary Geithner on this score. But to end the ambiguity, it is 


^ There are other off-balance sheet liabilities as well in the Federal government such as the Pension Benefit 
Guaranty Corporation that only appears on the Federal budget when there is a loss. 

March 23, 2010 hearing of the U.S. House Financial Services Committee. 
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important to revisit why Fannie and Freddie are not considered to be sovereign debt by 
Secretary Geithner.^^ 

In 1968, President Lyndon Johnson had difficulty fighting a war, delivering his Great 
Society programs and financing mortgages on the government's balance sheet. So, it was 
decided that Fannie Mae would move off budget, reducing federal borrowing rather than 
making the tough budgetary decisions. In part, it was a reaction to the attempt to raise the 
Federal debt limit and the stiff resistance that faced the Administration. If removing Fannie 
Mae from the Federal balance sheet was intended to create "shadow debt" that had no Federal 
guarantee, it makes sense that moving it back on balance sheet actually recognizes what most 
have guessed at over the years: the Federal government will support Fannie and Freddie in 
times of distress. 

While it may have been a clever budgetary trick or debt ceiling avoidance tactic in 1968, 
it blew into a serious problem by September 7, 2008 when the Bush Administration placed 
Fannie and Freddie into conservatorship. On Christmas Eve 2009, the credit markets were taken 
by surprise by an announcement from Treasury that the $200 billion caps on Fannie and 
Freddie for capital infusions were lifted and the Federal government would cover all losses at 
Fannie and Freddie. 

In short, if it looks like a guarantee, sounds like a guarantee and acts like a guarantee, it 
is a guarantee. And the Federal government needs to end the ambiguity and put Fannie and 
Freddie back on the Federal balance sheet where they belong. 

In fairness to Fannie and Freddie, much of their debt and guarantee are backed by cash flows, so only a 
percentage of their $8 trillion in debt and guarantees will have to be covered by taxpayers. However, GSE debt and 
guarantees are de-facto liabilities for the American taxpayer and should be considered as such. In addition, there 
are other Among the other costly programs such as Pension Benefit Guaranty Corporation, federal employee 
pensions, and Federal Home Loan Sank debt. 


6 



109 


To highlight why this is important, I have prepared Exhibits 2 and 3 that illustrate the 
situation. In Exhibit 2, it is clearly shown that on-balance Federal Debt is above $8 trillion. The 
problem is our off-balance sheet GSE debt and guarantees are also around $8 trillion. So, 
President Johnson's budgetary trick has resulted in a shadow debt that is comparable to our on- 
balance sheet debt. 

Further Budgetary Complications 

Veronique de Rugy at George Mason University and The Mercatus Center has pointed out that 
through 2040, spending on Medicare and Medicaid is projected to grow to 11% of GDP from its 
current S%. In terms of interest costs to maintain our debt, interest costs are projected to 
increase by more than 7 times by 2040 to 9.3% of GDP which is a far larger share of our GDP 
than is currently dedicated to any single department, war or program.*^ Unfunded liabilities 
(those for which we need to raise taxes or borrow to fund) currently amount to $108.4 trillion - 
that figure is almost 7 times higher than our current Federal debt (with GSEs and Agencies 
added in). These unfunded liabilities amount to $351,000 per citizen,’’ This further raises the 
flag that we need, as a country, to acknowledge what we owe today so we can better manage 
our finances in the future. 

Thank you for allowing me to share my thoughts with you today. 

” htto://mercatus.ore/public ation/net-intere $t-rivais-Eeneral-spending-2040 

”As of 2009, households earning $250,000 or more accounted for approximately 2% of all households. If we 
muitipiy the number of households (115,000,000) by 2%, we find that 2,300,000 households will bear the brunt of 
the $108 trillion of underfunded liabilities. This means that households earning $250,000 or more are each 
responsible for $47 million to pay for these unfunded liabilities. 
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Exhibit 1. Greece COS Rates 
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Figure 2. 


Federal, GSE and Agency Debt 

Trillions $, Quarterly Data, 1990.Q1-2010.Q1 
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Figure 3. 


Federal Debt to GDP, with and without the GSE/Agency Debt and Guarantees 

% of GDP 



Source: Federal Reserve System, Flow of Funds 

' •'■■Federal, 6SE and Agency Debt to GDP — federal Debt to GDP 
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